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106 of the Dirksen Senate Office Building, Hon. Carl Levin, Chair-
man of the Subcommittee, presiding.
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Staff Present: Elise J. Bean, Staff Director and Chief Counsel,
Robert L. Roach, Counsel and Chief Investigator; Ross K. Kirsch-
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Schmidtke, Intern; and Mark LeDuc (HSGAC/Senator Collins).

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good morning everybody. The Subcommittee will
come to order.

One of the problems that this Subcommittee has tackled in re-
cent years is the stunning fact that the United States loses perhaps
$100 billion in tax revenues each year to offshore tax havens that
aid and abet corporations and wealthy individuals dodging pay-
ment of taxes owed to Uncle Sam.

Since 2001, this Subcommittee has examined this problem from
multiple angles, exposing the ways that people use tax havens to
hide their assets and income, and how tax havens have created a
whole industry to help them exercise control over their offshore as-
sets and use those assets and the revenues they produce for their
own benefit, often sneaking funds back into the United States with-
out paying the taxes owed. Just 2 months ago, in July, this Sub-
committee held a hearing showing how banks in offshore tax ha-
vens have knowingly helped U.S. clients hide billions of dollars in
secret bank accounts never reported to the IRS.

Today, our spotlight is on another facet of tax haven abuses; we
call it dividend tax abuse. And the focus today is not on U.S. citi-
zens, but on non-U.S. citizens who are supposed to be paying taxes
on the dividends they receive from U.S. corporations but do not.
They do not pay those taxes because major financial institutions
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like Lehman Brothers, Morgan Stanley, Deutsche Bank, UBS, Mer-
rill Lynch, Citigroup, and others have created financial gimmicks
whose primary purpose is to enable clients to dodge U.S. taxes
owed on U.S. stock dividends, but which are dressed up with
phrases like “dividend enhancement,” “yield enhancement,” and
even “dividend uplift.” Using stock swaps, stock loans, and exotic
financial instruments, the financial institutions have built a series
of financial black boxes, surrounded by mind-numbing complexity,
designed to keep their clients’ money tax free.

Foreigners who invest in the United States already enjoy a mini-
mal tax burden. For example, non-U.S. persons who deposit money
with a U.S. bank or securities firm pay no U.S. taxes on the inter-
est earned. They pay no U.S. taxes on capital gains. U.S. citizens
do pay taxes on that income, but the tax code lets foreign investors
operate without tax in an effort to attract foreign investment.

But there is one tax on the books that even foreign investors are
supposed to pay. If they buy stock in a U.S. company and that
stock pays a dividend, the non-U.S. stockholder is supposed to pay
a tax on the dividend. The general tax rate is 30 percent, unless
their country of residence has negotiated a lower rate with the
United States, typically 15 percent.

In addition, to make sure those dividend taxes are paid, U.S. law
requires the person or entity paying a stock dividend to a non-U.S.
person to withhold the tax owed Uncle Sam before any part of the
dividend leaves the United States. If the “withholding agent” fails
to retain and remit the dividend tax to the IRS, and the tax is not
paid by the dividend recipient, the tax code makes the withholding
agent equally liable for the unpaid taxes.

That is the law. But the reality is that many non-U.S. stock-
holders never pay the dividend taxes that they owe. In 2003, the
latest year for which data is available, the Government Account-
ability Office determined that about $42 billion in dividend pay-
ments were sent abroad, but less than 5 percent, or $2 billion, was
sent to the IRS. In other words, billions of dollars left the country
untaxed.

The Subcommittee’s investigation has determined that part of
the reason for unpaid dividend taxes is that, for more than 10
years, U.S. financial institutions have been helping non-U.S. clients
dodge payments.

Now, listen to this roll call of well-known financial institutions.
Morgan Stanley enabled its clients to dodge payment of $300 mil-
lion in U.S. dividend taxes from 2000 to 2007. Lehman Brothers es-
timated that in 1 year alone, 2004, it helped clients dodge perhaps
$115 million in U.S. dividend taxes. For UBS, the figure is $62 mil-
lion in unpaid dividend taxes over a 4-year period, from 2004 to
2007. One hedge fund adviser, Maverick Capital, calculated that
from 2000 to 2007, its offshore funds used so-called dividend en-
hancement products from multiple firms to escape dividend taxes
totaling nearly $95 million. In 2007, Citigroup surprised the IRS by
paying $24 million in unpaid dividend taxes on a select group of
swap transactions from 2003 to 2005, where no dividend taxes had
been paid.

Who were the clients? Hedge funds organized offshore, often by
Americans; tax haven banks; and a host of sophisticated foreign in-
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vestors with the means and the know-how to engage in financial
transactions beyond the reach of ordinary folks. But that is not the
whole story. Some of those foreign investors begin to look a lot less
foreign once you take a closer look.

I am referring in particular to the so-called offshore hedge funds.
When the Subcommittee began contacting them, all of their key
personnel turned out to be here in the United States. The so-called
offshore hedge funds’ main offices were here in the United States;
their key decisionmakers were here; their investment professionals
and technical people live here. Most of these offshore hedge funds
claim to be located in the Caymans. The Cayman Islands, in fact,
has 10,000 hedge funds, more than any other country in the world.
But the Cayman hedge funds we examined did not operate in any
meaningful sense from the Caymans. Instead, their physical pres-
ence often amounted to little more than a Cayman post office box
or a plaque on the wall of the infamous Ugland House, that small
white building where more than 18,000 companies maintain a Cay-
man address.

Hedge funds run by Americans and invested in the U.S. stock
market often create a shell of a presence in tax havens, presumably
in part to avoid paying U.S. taxes. Then, when confronted by the
one U.S. tax imposed on foreign investors receiving U.S. stock divi-
dends, they turn to financial gymnastics to escape paying that tax
as well. It adds insult to injury when hedge fund managers who
live in the United States, enjoy all its benefits, protections and
prosperity and use U.S. markets to make money, arrange tax
dodges so their offshore hedge funds escape the minimal U.S. tax
obligations they are supposed to pay.

Hedge funds and other offshore entities could not perform their
dividend tax escape act without the cooperation and assistance of
financial institutions. It is those financial institutions that devise
the abusive transactions and send the U.S. dividend payments off-
shore to their clients in the form of dividend equivalent or sub-
stitute dividend payments, without remitting any taxes to the U.S.
Treasury. Their own emails show that they took these actions
knowingly to attract and retain clients and to profit from the fees.
With their assistance, billions of dollars in U.S. dividends flowed
out of this country, and few taxes were withheld.

Now, let me just explain briefly two of the most common schemes
used to dodge dividend taxes. They involve swaps and stock loans.
In both cases, financial sleight of hand is used to recast taxable
dividend payments as untaxable transfers offshore.

First consider swaps. Swaps sound complicated, but they are es-
sentially a financial bet, in this case a bet on the future of a stock
price.

If we take a look at a chart,! it shows an offshore hedge fund
in blue, which is controlled by a U.S. investment manager in green.
The financial institution, shown in red, tells the hedge fund—which
owns U.S. stock—that it can escape the 30-percent withholding tax
on an upcoming stock dividend by purporting to sell the stock to
the financial institution and simultaneously entering into a swap
with the financial institution tied to the price of that stock.

1See Exhibit No. 1, which appears in the Appendix on page 189.
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Under the swap, the financial institution promises to pay the
hedge fund an amount equal to any appreciation in the stock price
and the amount of any dividend paid during the term of the swap.
The payment reflecting the dividend is called a “dividend equiva-
lent.” In return, the hedge fund agrees to pay the financial institu-
tion an amount equal to any depreciation in the stock price. The
financial institution hedges its risk by holding the physical shares
of stock that were “sold” to it by the hedge fund. It also charges
a fee, which usually includes a portion of the tax savings that the
hedge fund will obtain by dodging the withholding tax.

The swap gives the hedge fund the same economic risks and re-
wards that it had when it owned the physical shares of the stock.
So why do it? Because under the tax code, dividend payments are
taxed, but dividend equivalent payments made under a swap are
not.

Dividend equivalent payments made under a swap are tax free,
because in 1991, the IRS issued a series of regulations to determine
what types of income will be treated as coming from the United
States and, therefore, taxable. These so-called source rules treat
U.S. stock dividends as U.S. source income because the money
comes from a U.S. corporation. But, the 1991 regulation takes the
opposite approach with respect to swaps. It deems swap agree-
ments to be “notional principal contracts” and says that the
“source” of any payment made under that contract is to be deter-
mined, not by where the money comes from, but by where it ends
up. In other words, the payment’s source is the country where the
payment recipient resides.

That approach turns the usual meaning of the word “source” on
its head. Instead of looking at the source or origin of the payment
to determine its source, the IRS swap rule looks to its end point—
who receives it. That source is not really a source by any known
definition of the word. It is the opposite—not the point of origin but
the end point.

The result is that when a financial institution makes a dividend
equivalent payment to an offshore client under a swap agreement,
the payment is deemed under the tax code as being from an off-
shore source. And then under that interpretation, the swap pay-
ment is free of any U.S. tax.

In our example, the U.S. financial institution makes the swap
payment to the offshore hedge fund, minus the fee, and stiffs Uncle
Sam for the amount of taxes that should have been sent to the IRS.
The swap is then terminated, and the stock is “sold” back to the
hedge fund. And the sham nature of that sale is disclosed. And,
under this gimmick, the hedge fund ends up in the same position
as before the swap, as a stockholder, except it has pocketed a divi-
dend payment without paying any tax.

Now, stock loans are also used to dodge dividend taxes, and
these transactions pile a stock loan on top of a swap to achieve the
same, or are intended to achieve the same, tax-free result. And for
the sake of time I am going to put my explanation of this trans-
action in the record.!

1 Stock Loan. Stock loans are also used to dodge dividend taxes. These transactions pile a
stock loan on top of a swap to achieve the same tax-free result.
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Suffice it to say that it is complex and relies on another gimmick,
and this gimmick is that the parties claim that the substitute divi-
dend is tax free by invoking the wording of IRS Notice 97-66,
which was never intended to be applied to this situation. That no-
tice says that when two parties in a stock loan are outside of the
United States and subject to the same dividend withholding rate,
they do not have to pay the dividend tax when passing on a sub-
stitute dividend. But the assumption is that the tax was already
paid by another party in the lending transaction. Some tax lawyers
have seized on the wording to claim that this IRS notice, which
was intended to prevent overwithholding, could be used to elimi-
nate dividend withholding entirely, so long as one offshore party
passes on a substitute dividend to another offshore party subject to
the same dividend tax rate. The IRS has told this Subcommittee
that Notice 97-66 was never intended to be interpreted that way,
but in the 10 years since it was issued and abusive stock loans
have exploded, the IRS has never put that in writing.

The end result in our example is that the client pockets a sub-
stitute dividend payment—minus the financial institution’s fee—
without paying any tax. The stock loan is terminated, and the
stock is returned to the client. The big advantage of this approach
over a swap is that the client does not have to explain why he got
hislstock back after the transaction. The stock was, after all, only
on loan.

Tax avoidance was clearly the economic purpose of the two trans-
actions just described. The client owned U.S. stock both before and
after each transaction. Neither the swap nor the stock loan altered
the client’s market risk. The only risk involved in either trans-
action was that Uncle Sam would catch on and assess the dividend
taxes that should have been paid but were not.

To make it harder for Uncle Sam to catch on and prove what is
going on, financial institutions have added more complexity, more
bells and whistles, to these transactions. But the purpose of the
transactions remains the same—to enable clients to escape paying
the taxes that they owe.

And it is clear that the participants knew their transactions were
little more than tax dodging. In one email exchange about a pro-
posed stock loan, a potential client informed Merrill Lynch that its
tax counsel had said “the transaction works, as I said, once, maybe
twice,” but “repeated use, coincidentally around dividend payment
time, would provide a strong case for the IRS to assert tax eva-
sion.” Another client explaining a Lehman Brothers swap trans-
action to a colleague wrote that the swap “is used to circumvent
the tax.” That is the unvarnished truth.

The first step is that the client with an upcoming dividend loans its stock to an offshore
corporation controlled by the financial institution. This offshore corporation promises, as part
of the loan agreement, to forward any dividend payments back to the client.

The next step is that offshore corporation enters into a swap with the financial institution
that controls it, referencing the same type of stock and number of shares that is the subject
of the stock loan. Essentially, two related parties are placing a bet on the stock, which makes
no economic sense except, once that stock pays the dividend, the swap arrangement allows the
financial institution to send it as a tax-free dividend equivalent payment to the offshore corpora-
tion it controls. The offshore corporation then forwards the same amount to the client. Because
the payment is sent to the client as part of a stock loan agreement, it is called a “substitute
dividend.” The tax code treats substitute dividends in the same way as the underlying dividend.
So if the underlying dividend came from a U.S. corporation, the substitute dividend would nor-
mally be taxed as U.S. source income.
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The participants in these transactions also took steps to limit
their exposure in case the IRS stepped in. Some of the financial in-
stitutions, for example, set an annual limit on the amount of un-
paid dividend taxes that they would facilitate through their trans-
actions to limit their exposure as withholding agents. Some of the
clients demanded that the financial institutions indemnify them
against any tax liability. A few financial institutions, such as UBS,
Merrill Lynch, and Morgan Stanley, have stopped offering the most
blatantly abusive transactions, while others have continued doing
as many deals as ever.

Now, some may claim that by exposing this tax dodge and being
determined to end it, we are trying to discredit structured finance
or the financial markets. I support financial transactions that are
used for legitimate purposes, including swaps and stock loans that
facilitate capital flows, reduce capital needs, or spread risk. What
I oppose is the misuse of financial transactions to undermine the
tax code, rob the U.S. Treasury, and force honest Americans to
shoulder the country’s tax burden. And what I oppose are trans-
actions whose patent economic purpose is tax dodging.

For the last 10 years, as dividend tax dodging took hold and be-
came an open secret among market insiders, the U.S. Treasury De-
partment and the IRS sat on their hands. When firms began claim-
ing they could turn taxable dividend payments into untaxed divi-
dend equivalents under swaps, Treasury and the IRS said nothing.
When firms began claiming that the 1997 IRS notice designed to
cure overwithholding could eliminate all withholding in offshore
stock loans, Treasury and the IRS failed to issue corrective guid-
ance. When firms openly advertised so-called dividend enhance-
ment products to clients, Treasury and the IRS saw nothing, heard
nothing, and took no enforcement action.

The government’s failure to act does not in any way excuse the
actions of the financial institutions or their clients. They are not
saved from their own abusive conduct by the failure of regulators
to stop them, any more than going through a red light is OK if you
are not caught. Nonetheless, the silence and inaction of the Treas-
ury and the IRS in the face of rampant dividend tax dodging has
encouraged and continues to encourage financial institutions to
offer their clients financial concoctions designed to enable them to
dodge U.S. dividend taxes. It is past time to end that silence, to
end that inaction, and to get those concoctions off the market. It
is also past time for Congress to take on this billion-dollar offshore
tax abuse and, like so many others, enact the legislation needed to
put a stop to it.

I want to thank my Ranking Member, Senator Coleman, for his
support of this investigation, for the support of his staff, and now
invite him to make opening remarks.

OPENING STATEMENT OF SENATOR COLEMAN

Senator COLEMAN. Thank you, Senator Levin.

I want to begin by thanking Chairman Levin for initiating this
investigation, and I want to commend his longstanding commit-
ment to identifying institutions and individuals who facilitate the
inappropriate avoidance of legitimate taxes through complex off-
shore schemes.
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Today, we turn our attention to the findings of another bipar-
tisan inquiry, which the Chairman has just described: That some
U.S. financial institutions have been structuring equity swap and
loan transactions to assist their offshore clients in avoiding U.S.
taxes on stock dividends. The factual findings at issue today and
identified in this Subcommittee’s bipartisan Staff Report are com-
pelling. They raise valid concerns that demonstrate the need to re-
evaluate the wisdom and effectiveness of tax laws and policies re-
specting the treatment of specific equity swap and loan trans-
actions.

For a foreign investor, there is a significant difference in the
United States withholding tax consequences between investing syn-
thetically through an equity swap versus directly in physical U.S.
equities. This difference in treatment has led to certain abuses.
While the activities may not rise to the level of criminal tax eva-
sion, there is no doubt that some institutions have taken advantage
of ambiguities in U.S. tax law and pushed the tax-avoidance enve-
lope too aggressively.

I want to be clear. Our target here today is neither derivatives
generally nor equity swaps specifically. Derivatives serve many
purposes critical to the health and dynamism of American markets,
as well as the U.S. economy, writ large. Swaps, in particular, often
offer superior leverage, accounting treatment, market access, and
transactional efficiency, all of which—including the preferential tax
treatment afforded to swaps under current law—are legitimate fac-
tors that may influence the decision to trade in swap form.

That said, a swaps transaction with no business purpose other
than the avoidance of withholding tax is a bridge too far. For the
most part, I am talking about a subset of aggressively structured
dividend enhancement trades that are short-lived; clustered around
dividend record dates; involve so-called crossing in just prior to the
dividend date; and feature the reacquisition of the physical shares
after the completion of the synthetic transaction.

During the course of our investigation, we have seen these ag-
gressive schemes executed far too often, and, frankly, some of the
more egregious fact patterns that we have examined reflect a
shameless and cynical abuse of U.S. tax policy.

While there is no doubt that certain financial institutions and
hedge funds have crossed the line, as the Chairman has noted, the
conditions for these abuses were largely created by Treasury and
the IRS. The reality is that the state of the tax law here is mud-
dled; the Treasury and the IRS have known about these ambigu-
ities and have done woefully little to clarify the situation, failing
to offer taxpayers clear guidance and direction. Therefore, while
some financial institutions undoubtedly raced to the bottom, Treas-
ury and the IRS bear some responsibility as well.

We are not just in the blame business, however. We are in the
problem identification and problem-solving business. The Chairman
has done a good job in identifying the problem. How do we fix this
problem?

In light of the Subcommittee’s findings, we need a comprehensive
and in-depth analysis of the potential legislative or regulatory re-
sponses to these abuses. The relevant Executive Branch agencies,
the congressional committees of jurisdiction, and experts on tax law
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and policy should engage in a deliberative process to evaluate the
various possible responses and determine the most appropriate
path.

I strongly urge, however, that any response to these abuses be
clearly defined and carefully targeted to preserve the integrity and
efficiency of our capital markets and avoid unintended con-
sequences. In particular, any response should avoid negatively im-
pacting foreign investment in the United States. Such investments
are critical to job growth and opportunity expansion and are unde-
niably necessary for the economic well-being of our citizens.

Which brings me perhaps to the most important issue: As I have
said many times before—most recently in the Subcommittee’s hear-
ings on tax cheats and tax shelters—inappropriate tax avoidance
by a privileged few forces millions of honest American taxpayers to
shoulder a disproportionate share of the tax base, to dig deeper to
maintain investment in crucial areas like health care, homeland se-
curity, and education. That tax loss sits like a millstone around the
neck of honest American taxpayers, who are struggling with high
taxes, ever-increasing gas prices, and rising health care costs.
Those honest taxpayers are the real victims here.

Thank you, Mr. Chairman.

Senator LEVIN. Thank you, Senator Coleman.

And now let me call our first witness to this morning’s hearing:
Professor Reuven Avi-Yonah, who is the Irwin I. Cohn Professor of
Law at the University of Michigan Law School in Ann Arbor.

Professor Avi-Yonah, I would like to welcome you back to the
Subcommittee, having testified at the Subcommittee in August
2006 on tax haven abuses. We appreciate your sharing your experi-
ence in international tax law and your attendance at today’s hear-
ing. We look forward to your testimony and your perspective on
this dividend tax issue.

Before we begin, pursuant to Rule VI, all witnesses who testify
before the Subcommittee are required to be sworn, and so at this
time I would ask you, Professor, if you would please stand and
raise your right hand. Do you swear that the testimony you are
about to give before this Subcommittee will be the truth, the whole
truth, and nothing but the truth, so help you, God?

Mr. Avi-YoNAH. I do.

Senator LEVIN. We will use the usual timing system today, and
about a minute before the red light comes on, you will see the light
change from green to yellow, giving you an opportunity to conclude
your remarks, and your entire testimony and the testimony of all
of our witnesses will be printed in the record. We ask you, if you
would, to limit your oral testimony to no more than 8 minutes.

Professor Avi-Yonah, please proceed with your statement.

TESTIMONY OF REUVEN S. AVI-YONAH,! IRWIN I. COHN PRO-
FESSOR OF LAW, UNIVERSITY OF MICHIGAN SCHOOL OF
LAW, ANN ARBOR, MICHIGAN

Mr. Avi-YONAH. Thank you very much, Chairman Levin and
Ranking Member Coleman, and the whole Committee and Sub-
committee for inviting me to testify today on dividend tax abuse.

1The prepared statement of Mr. Avi-Yonah appears in the Appendix on page 59.
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There are three basically economically equivalent ways of invest-
ing in U.S. stock and receiving dividend or dividend equivalent
payments. The first is simply to invest in a physical stock. A for-
eign buyer buys stock of a U.S. corporation, receives a dividend,
and that, as you have indicated, Mr. Chairman, is subject to a 30-
percent or sometimes a 15-percent withholding tax. That is what
our law says.

The second alternative is to engage in an equity swap. This is
a type of transaction in which you enter into an agreement with
a financial institution, a U.S. financial institution, under which you
will at the end of the swap receive the appreciation or pay the de-
preciation in the value of the stock, and during the course of the
swap, you will receive dividend equivalents every time that the un-
derlying stock pays a dividend.

And the third one is a stock loan, where you have the stock, you
lend it to a U.S. institution, and in exchange you receive dividend
substitute payments.

As their names indicated, dividend equivalents are equivalent to
dividends, and dividend substitutes are substitutes for dividends.
And, economically, the foreign investor is in the same position in
all three transactions. In all of them, they are exactly at the same
level at risk for the depreciation of the stock; they have the up side
of the appreciation of the stock; and they receive the full amount
of the dividends minus any fees that they have to pay for the finan-
cial institutions arranging the transaction.

However, for tax purposes, as was mentioned, these transactions
are not treated alike. The actual dividend is subject to a dividend
withholding tax per the code. The dividend substitutes are also
subject to a dividend withholding tax; they are treated as dividends
based on a regulation issued, proposed by the Treasury Depart-
ment in 1992 and finalized in 1997. But dividend equivalents on
the swaps are tax free because of the source rule that was men-
tioned in the introduction.

So when you have a situation like that where three identical,
economically identical equivalent transactions are taxed differently,
there is an open invitation to taxpayers to try to avoid the taxed
ones and convert them or use the only tax-free one. And that is an
invitation to abuse, and the abuse occurs, for example, as was men-
tioned, when a foreign taxpayer actually holds a stock, sells it just
before the record dividend date, receives a dividend equivalent, and
then it reacquires the stock back. And sometimes, as was men-
tioned, even sells it to the financial institution with which it enters
the equity swap and receives the dividend equivalent from that fi-
nancial institution. That is really the most extreme example, but
I would say that even if they buy and sell the stock in the market,
it does not matter, as long as they hold the actual stock before the
record date and receive it back, buy it back after the record date
and receive the dividend equivalent, that is a dodge as well. That
is an abusive transaction, in my opinion.

Now, Treasury has been aware of this problem for a long time.
They first issued the—they created the loophole, as it were. They
issued the regulation that made dividend equivalents under swaps
tax free in 1991, as was mentioned. Already in the preamble to the
proposed 1992 regulations on stock loans, they voiced concerns
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about this, and, again, in another preamble to another regulation
in 1998, they repeated their concerns. But it has now been 16 years
since the first time they voiced a concern, and they have not really
done anything.

Moreover, in 1997, they issued Notice 97-66, which has had the
effect, as interpreted by taxpayers, of making dividends subject to
payments also tax free because of what I regard as a blatant mis-
interpretation of the language of the notice. But because the notice
did not say explicitly that the condition for not withholding on divi-
dend substitutes from one foreign payer to another is that there
will be an actual dividend withholding somewhere in the chain, be-
cause the notice was, as was mentioned, intended to prevent over-
withholding, taxpayers have used this to structure transactions in-
volving stock loans and try to avoid the dividend withholding tax
this way.

Now, in my opinion, the solution is to make the three equivalents
the same; that is, dividend equivalents should be taxed the same
way the dividend substitutes are, and the dividend substitutes are
treated as dividends, so all three should be treated as dividends.
Moreover, because of the risk that it will be possible to structure
transactions involving baskets of stock, for example, that behave
equivalently to a single stock from an economic perspective, I think
we should use the substantially similar or related property stand-
ard, which is already well established and well developed in regula-
tions that is addressed to these kind of transactions. That is, we
should tax dividend equivalents whenever they are either dividend
equivalents or a single stock or in a basket of stocks that is sub-
stantially similar or relates property to a single share of stock.

Moreover, the IRS should clarify Notice 97-66 to make clear that
it never intended, as it states, to apply that notice to the situation
where the taxpayer cannot show that the dividend has actually
been collected anywhere in the process.

Basically, the policy issue here is, if you step back for a moment,
there is an argument—and I think it is a valid argument, although
I do not ultimately agree with it. The argument is that we do not,
as was mentioned, withhold taxes and interest payments typically
with foreigners, and we do not withhold taxes typically by treaty
and royalty payments, and those payments are deductible. Why
should we, as a policy matter, withhold taxes on dividends when
dividends are not deductible so we already collect the corporate-
level tax?

However, there is an argument that this policy is OK because
dividends represent investments in unique U.S. taxpayers. For ex-
ample, you cannot find many Microsofts in the world, and when
Microsoft pays a dividend, foreign taxpayers would want to get that
dividend, and they do not have an alternative investment opportu-
nities like they have in the case of interest. But in any case, even
if you disagree with the policy analysis and think that dividends
should not be subject to withholding, that is a matter for Congress
changing the law, and for the Senate, for example, to ratify treaties
maybe that we reduce the dividend withholding to zero.

A lot of taxpayers over the years and a lot of tax policy people
have lobbied and have argued for a portfolio dividend exemption,
just like we have a portfolio interest exemption. But, in my opinion,
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as long as they are not persuasive, as long as they have not man-
aged to persuade Congress to change the law, it is inappropriate
for taxpayers to try to use dividend equivalents or dividend sub-
stitutes to achieve a result that they have not been able to get Con-
gress or the Senate to change by way of the code or the treaty.
And, moreover, it is inappropriate for Treasury and the IRS to turn
a blind eye because one way of explaining their behavior is to say
they do not really believe in the withholding tax on dividends, and,
therefore, they allow this kind of dodge to take place. And I think
that is an inappropriate approach. It is up to Congress to deter-
mine whether there should be withholding on dividends, and as
long as that is the law, it is up to Treasury and the IRS to make
sure the dividend withholding is, in fact, enforced.

Thank you very much.

Senator LEVIN. Thank you very much, Professor. That was very
clear testimony, as always.

Financial institutions selling these financial products to their
non-U.S. clients to enable them to dodge U.S. dividend taxes, would
you agree has just become an accepted way of doing business?

Mr. Avi-YONAH. Yes, exactly. I think that this was identified as
a problem as early as 1992 by the Treasury and as early as 1993
in the literature. And since then, numerous articles have been writ-
ten about it, but basically what is happening in the last 10 years
is that the scope of it has really exploded, probably because of the
growth of the hedge funds, and probably because—I once heard a
tax lawyer describe this as an “approved loophole.” That was the
language that was used.

The interpretation of the inaction by the Treasury and the IRS
has been that this must be an OK way of doing business.

Senator LEVIN. Now, take a look at Exhibit 6,1 if you would,
which is an email between two employees of Maverick Capital,
which runs a number of offshore hedge funds. The email is from
2004. It describes a Microsoft special dividend announced that year
to pay $3 on every Microsoft share for a total of $32 billion.

On the second page of the email, it says the following: “Jim has
been working on this for the last 2 months, and he got UBS to
match the more aggressive offers we were getting from the Street.
For LDC only, we lend the stock out and will get 97 percent of the
dividend.”

Would you say that these hedge funds pressuring financial firms,
playing one off against the other to get dividend enhancement
products to relieve them of having to pay a 30-percent dividend tax
rate, that it has gotten to the point where financial institutions
have to offer dividend enhancement products to be competitive,
even if there is a tax risk?

Mr. Avi-YONAH. I believe that is the case. And, in fact, one thing
that is interesting about this is that if you watch it over time, the
fees keep declining, so that in the beginning you can charge 15 per-
cent and in the end you can charge 3 percent or 2 percent or 1 per-
cent. And that is because there is so much competition, and the
hedge funds can go from one financial firm to the other.

1See Exhibit No. 6, which appears in the Appendix on page 200.
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Senator LEVIN. And, that percentage that you gave was a per-
centage of the dividend. Is that correct?

Mr. Avi-YONAH. That is a percentage of the dividend. So any-
thing above 70 prercent is good from the taxpayer’s perspective be-
cause 70 percent is what they get if they pay the full tax. So if they
get 85 percent, it is good. But, of course, if they can get 97 or 98
percent, it is even better.

Senator LEVIN. Now, there is no hard data on how much the
Treasury loses based on these gimmicks, these tax avoidance ap-
proaches to these dividends, the way these payments are avoided.
Would you estimate that this loss to the Treasury involved billions
of dollars?

Mr. AvI-YONAH. Yes, certainly. I mean, the only hard data is the
one that I believe you cited, and that is the GAO report based on
2003 data. What they say is that in that year, $42 billion in divi-
dends were paid to non-U.S. corporate holders. They do not specify
non-corporate holders. And of that, only less than $2 billion was
collected as withholding tax.

What is striking to me about that number is that it is less than
5 percent, and 5 percent is typically the rate that by treaty we col-
lect on direct dividends, that is, dividends paid to foreign parents
of U.S. subsidiaries.

So my conclusion from that is that essentially there is no with-
holding tax on portfolio dividends at all, dividends paid on people
who do not own 10 percent or more by vote of the shares. And the
reason for that is that nobody except the hopelessly uninformed
would engage in direct dividend bearing stock investment into the
United States.

What everybody does is what we have been talking about, name-
ly, they get dividend equivalents, and we do not have data as to
the size of dividend equivalents being paid to foreigners because no
tax is collected, so nobody has the data.

But I am convinced that billions are lost, and, in fact, the data
that the Subcommittee has collected shows that for each bank it is
hundreds of millions, or at least tens of millions, sometimes hun-
dreds of millions. And over time, of course, it adds up to billions.

Senator LEVIN. We have lost a lot of income to the Treasury, you
estimate billions. I agree with that. What distortions to the market
result when this occurs? You have dividends taxed, but dividend
equivalents not taxed, substitute dividends not taxed.

Mr. Avi-YONAH. The obvious distortion is that people engage in
the transactions that are not taxed and do not engage in the trans-
actions that are taxed. So sometimes as an economic matter or as
a business matter, they would prefer to have the actual stock, the
physical stock, or they would prefer to engage in a direct stock loan
into the United States. And since both of these transactions are
taxed, instead what they do is that they engage in a swap, which
is economically equivalent in terms of their returns, but the terms
of it and the precise business terms may be different. Or they
would engage in transactions that are really meaningless in order
to avoid the tax, like inserting an artificial foreign entity into a
stock loan transaction so that the stock loan will be foreign-to-for-
eign benefit from Notice 97—66; whereas normally they would do
the stock loan directly into the United States.
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So I think the main distortions are the distortion between the
three forms of transactions, but also just useless and wasted trans-
action costs when there are transactions that are engaging only for
the purpose of avoiding taxes, all of the other transactions are just
a burden on the economy.

Senator LEVIN. Now, these problems have been known for 10 or
more years. What in your judgment is the reason that the IRS and
the Treasury have not taken this issue on and corrected it? Is it
because there is a debate over the policy? Or is it because there is
a debate over, whether that interpretation is clearly wrong? What
is the reason?

Mr. Avi-YONAH. I do not think there is a debate on the interpre-
tation or the fix because we know they know how to fix it because
that is what they did with dividend substitutes. They issued the
dividend substitute rule. They proposed it in 1992. They finalized
it in 1997. They knew how to fix that. I mean, before that rule, div-
idend substitute also could be arguably tax free.

They made the mistake with Notice 97-66. I do not think that
was deliberate. I think they were duped, essentially, into thinking
there was an overwithholding problem that did not really exist,
and they did not think about the ways—they did this very fast,
within a month of issuing the final regulations, so they did not
really think about the way the notice could be abused.

Fundamentally, I do think—or at least this is my surmise—that
on some level it is a policy debate. I have had this discussion with,
for example, former Clinton Administration tax officials who told
me that fundamentally the issue is whether there should be with-
holding on dividends, and they do not fundamentally believe there
should be withholding on dividends because the corporate tax is al-
ready paid and dividends are not deductible and because we have
a portfolio interest exemption and, arguably, it is possible to con-
vert dividends to interest and vice versa. So, therefore, why should
they try to enforce the law in this particular regard? And as I said,
I think that is inappropriate.

Senator LEVIN. Now, if we decide—and I hope we do—that the
clear intent of the law is that dividends or these foreign distribu-
tions of dividend amounts be taxed, that is the clear intent of the
law, if we decide that, how do we enforce the law? Do we need to
amend the law, particularly as it relates to swaps? As it relates to
the loans? If the Treasury refuses to clarify their regulation, do we
pass a law? Assuming that we want to enforce the policy, which is
clearly intended currently, how do we do that?

Mr. Avi-YONAH. Well, in principle, since this is all regulatory, it
is either regulations or even just a notice, Treasury can tomorrow,
at least certainly prospectively, amend its regulations and clarify
the notice.

Senator LEVIN. On both swaps and——

Mr. Avi-YONAH. Yes, on both swaps and——

Senator LEVIN. And if they refuse to do this, as they have——

Mr. Avi-YONAH. Then I think:

Senator LEVIN [continuing]. For 10 years, then what?

Mr. Avi-YONAH. Then I think legislation is appropriate, and I
think the legislation should say that dividend equivalents on single
stock swaps and on economically equivalent baskets of stocks
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should be treated like dividend substitutes and that dividend sub-
stitutes should be subject to withholding if there is no showing that
there was an actual withholding somewhere in the chain. I think
that would be appropriate.

Senator LEVIN. Thank you. Senator Coleman.

Senator COLEMAN. Thank you. Thank you, Mr. Chairman.

In some ways, this is complex. But in many ways, it is actually
pretty simple. And yet your testimony took a very complex issue
and made it very simple. There is a form of transaction here in-
volving dividend-paying U.S. securities, and the Treasury and IRS
have set it up so that it is very easy to avoid the tax consequences
of these transactions. And folks have known about that for years.
And the Chairman asked the $64,000 question: Why have we not
acted on this? Your response confirms what I have been reflecting
on.
Our tax policies are such that they favor foreign investment. We
want foreign investment in this country. Is that correct?

Mr. Avi-YONAH. Yes.

Senator COLEMAN. So non-U.S. persons who deposit money with
a U.S. bank or securities firm do not pay tax on interest earned or
capital gains, and it almost seems to me that this situation exists
because Congress has failed to clarify this one way or the other.

Mr. Avi-YONAH. Well, there are policy issues going in both direc-
tions. The argument for interest is pretty clear, and that is why
since 1984 we have not been withholding on interest, and that is
that interest is simply money lent, and money can be lent any-
where in the world, and the interest rate is basically determined
on the global market. And if we impose, try to impose withholding
taxes on interest, then either the money will simply go somewhere
else, and instead of coming here, it will go to another one; or maybe
more likely because we are a big market, the interest cost will sim-
ply be shifted forward to American borrowers, and they will have
to bear it. And that is not particularly good either because it in-
creases the cost of capital. That is the argument for interest.

And the other one for royalties, for example, which are exempt
by treaty, is that because we have a lot of intangibles in this coun-
try developed, we benefit more from foreigners not taxing royalties
coming to us than we do by excusing royalties paid to them. So as
a revenue matter, it is a gain.

Now, dividends are different, though, because dividends are an
investment in U.S. companies. So if you take Microsoft, which is
a prominent company in these examples because it pays very big
dividends out after—the dividend tax was reduced in 2003—$32
billion, as was mentioned. Now, that particular stock represents a
unique investment opportunity. There is no other Microsoft in the
world. They have what the economists call “rents”; that is, they
have unique intangibles that they develop—Windows software and
all the rest of it—and that is the only company that has it and the
only company where you can make that particular money.

So, in my opinion, even if we tax the dividend on Microsoft and
tax dividend equivalents on Microsoft stock, the foreigners will still
come, and they will still invest in Microsoft because of this unique
opportunity. And my judgment is that in most situations that is
the case.
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In addition, one thing that needs to be investigated on the policy
level is what is the policy of our trading partners on dividends and
dividend equivalents? And at least in one case—namely, the U.K.—
I know that they tax dividends and what they call manufactured
dividends, which is dividend equivalents, etc.

Senator COLEMAN. If I can follow up on that question about
whether the folks would simply accept the 30-percent haircut in
order to get Microsoft, are there close, overseas alternatives, areas
where the investors would simply shift their capital?

Mr. AvI-YONAH. Yes.

Senator COLEMAN. What are they?

Mr. Avi-YONAH. Well, there are, I would imagine, American com-
panies where you can—I mean, if you are looking at an investment
at, let’s say, General Motors or Toyota or Volkswagen, maybe they
are equivalent enough so that if we tax GM, they would shift to
Toyota or shift to Volkswagen, or Daimler or whatever. And in
those kind of industries where American companies do not have a
unique competitive advantage, there would be a risk of imposing a
tax that you would be shifting the investment elsewhere. So that
is the policy debate about whether we should be taxing dividends
or not.

Senator COLEMAN. And that is a legitimate policy. One part of
the concern I have here—and the Chairman has done a tremen-
dous job of identifying the problem is: What is the solution? I am
not sure I am there yet. But one of the solutions could simply be
let’s not tax dividends, treat them like capital gains, treat them
like interest, and then what you do is you take a lot of folks out
of the business, but you no longer have the ambiguity and you no
longer have agencies involved in turning a blind eye to something
that we all see going on.

Mr. AVI-YONAH. Yes, and I think that is a legitimate argument
for Congress to have. The problem is that this argument has been
made to Congress for many years, and they have not acted. And
as long as they have not acted, I do not think it is appropriate for
taxpayers to avoid the actual dividend tax that we have in place.
Nor is it appropriate for Treasury and the IRS to close a blind eye
to these transactions.

Senator COLEMAN. I do not disagree with that assertion, Pro-
fessor. Thank you, Mr. Chairman.

Senator LEVIN. Thank you. I think that is exactly the issue. The
IRS here is not the policymaker. They are supposed to be enforcing
the law. The law is that these dividends are supposed to be tax-
able. I do not think there is any doubt about the intent of this law.
The IRS, indeed, I think knows that is the intent. And so even
though you may have a policy debate going on in the IRS, which
may be a perfectly appropriate debate, that is not the issue before
us. The issue before us is we have a tax law, and it is being avoid-
ed and evaded by these kinds of gimmicks which clearly are in-
tended to avoid what is the clear intent of the law. And the IRS,
knowing that, is doing nothing. And that is unacceptable in terms
of any kind of a separation of powers.

Mr. AVI-YONAH. Yes.

Senator LEVIN. You cannot have the IRS become the policy-
maker. They can recommend changes in policy if they want to, and
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that is a perfectly fair issue. But what they cannot do is not enforce
the law because that opens up the kind of lawlessness which we
have seen on these offshore tax havens, which have resulted in a
loss of literally, we think, of $100 billion a year. I am determined
to stop that. That is the remedy that, one way or another, I am
going to fight to get established: Enforce the tax laws. And if we
want to change them, change them. But do not evade them, do not
avoid them, do not ignore them, do not circumvent them with the
use of these transactions and concocted structures which have as
their purpose getting around the clear intent of our tax laws. This
is where we have got to fight back, and we need the IRS to help
us in that fight.

You have been very helpful in terms of clarifying what the issues
are and then distinguishing between the policy issues and the en-
forcement issues.

Senator Coleman, do you have anything else?

Senator COLEMAN. No.

. Senator LEVIN. Again, let us thank you for all you have done
ere.

Mr. Avi-YONAH. Thank you very much.

Senator LEVIN. Now, our second panel of witnesses today are Jo-
seph Manogue—who is the Treasurer of Maverick Capital of Dal-
las, Texas; Richard Potapchuk, the Director of Treasury and Fi-
nance at Highbridge Capital Management of New York; and Gary
Wolf, who is the Managing Director of Angelo, Gordon & Co., of
New York.

If you could come and stand and raise your right hands, please.
Do you swear that the testimony you are about to give before this
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?

Mr. MANOGUE. I do.

Mr. WorrF. I do.

Mr. PoTAPCHUK. I do.

Senator LEVIN. Thank you so much. Thank you for being here.
I think you heard me describe the timing system before, so I will
not repeat that.

Mr. Manogue, we will have you go first. Am I pronouncing your
name correctly?

Mr. MANOGUE. Yes, you are.

Senator LEVIN. Thank you. And then you will be followed by Mr.
Potapchuk. Am I pronouncing your name correctly?

Mr. PoTAPCHUK. Yes, you are, Chairman.

Senator LEVIN. Thank you. And then Mr. Wolf, and then after
hearing from all of you, we will then turn to questions.

So, Mr. Manogue, please.

TESTIMONY OF JOSEPH M. MANOGUE,' TREASURER,
MAVERICK CAPITAL, LTD., DALLAS, TEXAS

Mr. MANOGUE. Thank you. Members of the Permanent Senate
Subcommittee, my name is Joseph Manogue, and I am the Treas-
urer of Maverick Capital, Ltd. I submit this statement as Mav-
erick’s representative in response to the invitation that we received

1The prepared statement of Mr. Manogue appears in the Appendix on page 67.
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late last week from the Subcommittee in order to assist the Sub-
committee in its review of certain industry practices that have been
commonly referred to as “dividend enhancement transactions.”

Maverick is an investment advisor that manages client capital
primarily through hedging strategies based on long and short posi-
tions in U.S. and foreign equity securities. To that end, Maverick
undertakes typical industry transactions, including the purchase
and sale of stocks, shorting stocks, and borrowing and lending
stocks.

Investors in Maverick managed funds include both U.S. and for-
eign institutions and individuals, and our funds include both do-
mestic and foreign entities in structures that are typical for our in-
dustry. I would like to note in particular that our structures and
policies provide for investment by U.S. taxpayers in domestic part-
nerships that are subject to full Internal Revenue Service return
and information reporting requirements that typically apply in a
domestic context.

In 1994, Maverick made the decision to register as an investment
adviser under the Investment Advisers Act of 1940, and thereby
voluntarily submitted to periodic review and inspection by the Se-
curities and Exchange Commission. Our company prizes above all
its reputation for client service and the highest ethical standards.

In the course of its operations, Maverick utilizes the services of
a variety of prime brokerage firms that support implementation of
its trading strategy on behalf of Maverick’s client funds. These
firms are among the most well-established institutions on Wall
Street. Beginning in the late 1990s and through the subsequent
years, the services offered by these firms included dividend en-
hancement programs.

The proposal was as follows: U.S. tax laws subjected dividends
paid by U.S. companies to foreign stockholders to a 30-percent
withholding tax. Under the relevant tax regulations, however,
foreign investors who received equivalent payments under total re-
turn swaps and foreign stockholders of U.S. companies who re-
ceived substitute dividend payments from many foreign stock bor-
rowers were not subject to the 30-percent withholding tax.

Maverick’s financial institution service providers offered to help
Maverick enter into total return swap transactions that involved
Maverick’s Cayman funds selling the U.S. company stock eligible
for an expected dividend to the financial institution for a price and
negotiated fees that would be substantially equivalent to getting
the value of the dividend. Alternatively, they suggested that Mav-
erick’s Cayman Island funds should consider lending the U.S. com-
pany stock to a Cayman affiliate of the service provider. In consid-
eration for the loan, the financial institution’s Cayman affiliate
would pay to the Maverick Cayman fund an amount that was
somewhat less than the dividend but exceeded the amount that it
would have received had it received the dividend net of the tax.

Maverick’s tax personnel considered these proposals and exam-
ined the tax regulations that applied to these transactions. Taking
into account their compliance with the rules, the number of dif-
ferent blue chip firms offering the services, and their assurances
that the transactions had been thoroughly vetted, there seemed to
be little cause for concern that they were legitimate.
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Of the alternatives presented, however, those requiring that the
Maverick Cayman funds enter into swaps directly presented great-
er complexity relating to variable transaction terms and oper-
ational considerations than those providing for simple stock loans.
Moreover, IRS Notice 97-66 appeared to provide express confirma-
tion that “substitute dividend payments” received with respect to
stock loans to a borrower located in the same jurisdiction as the
lender would not be subject to the withholding tax.

Thus, in 1999, Maverick began engaging in dividend enhance-
ment stock loans in reliance on Notice 97-66. On a case-by-case
basis, a Maverick employee would ask one of the financial institu-
tions that had offered to provide dividend enhancement services
whether it wished to borrow a particular security. If the financial
institution did wish to borrow that security, Maverick would nego-
tiate terms with that institution. We did not engage in swaps or
other cross-border transactions for purposes of dividend enhance-
ment, and we did not participate in any subsequent transactions
involving the borrowed shares that may have been undertaken by
the borrowers.

We engaged in these transactions through various financial insti-
tutions until 2007. In 2007, however, the business press published
a number of reports about these programs and suggested that the
IRS was taking a close look at their legitimacy. Understandably,
the financial institutions involved suspended the services until any
questions about the industry practices could be resolved. Maverick
estimates that its Cayman funds received approximately $63 mil-
lion in substitute dividend payments beyond the amount that they
would otherwise have received as a result of participation in divi-
dend enhancement stock loan transactions since 2000.

When the staff of this Subcommittee issued a request for infor-
mation earlier this year, our counsel promptly complied by pro-
ducing thousands of pages of documents. We have made our per-
sonnel available to assist the staff in understanding industry prac-
tices in this area and, on the basis of numerous discussions over
the past several months, believe we have developed a candid and
cooperative relationship. I am hopeful that they have conveyed con-
sistent impressions of Maverick to you.

The regulation and taxation of financial transactions such as
those under discussion today are complex and evolving subjects. As
I have indicated, we believe we have acted in accordance with the
governing legal precedents and existing guidance, but understand
that those precedents may be subject to further interpretation or
revocation on the basis of further policy review such as the one you
are conducting here. Maverick will conform to any new laws and
regulations that result from this review.

Thank you very much.

Senator LEVIN. Thank you. And we also want to acknowledge the
cooperation of your company. You have indeed cooperated with the
Subcommittee. We very much appreciate it, and we are not the
least bit reluctant to thank you for that.

Mr. Potapchuk.
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TESTIMONY OF RICHARD POTAPCHUK,! DIRECTOR OF TREAS-
URY AND FINANCE, HIGHBRIDGE CAPITAL MANAGEMENT,
LLC, NEW YORK, NEW YORK

Mr. PortapcHUK. Thank you, Mr. Chairman and Members of the
Subcommittee and staff. I want to thank you first for this oppor-
tunity to appear before you at this hearing. My name is Richard
Potapchuk. I am the Director of Treasury and Finance at
Highbridge Capital Management, LLC.

Highbridge is New York-based investment adviser that manages
a group of investment vehicles more commonly known as “hedge
funds.” We currently have $27 billion under our management.

Over a period of many years reaching back into the 1990s,
Highbridge has used financial instruments known as “total return
swaps” for a variety of different investment purposes. One such
purpose, which is the subject of today’s hearing, is to gain financial
exposure to U.S. dividend-paying securities on behalf of non-U.S.
investors in a manner that does not subject certain of those dis-
tributions to these non-U.S. investors to a dividend withholding tax
of 30 percent. Highbridge’s position on this subject is set out in
more detail in my written testimony which has been submitted to
you earlier.

In these opening remarks, I would like to highlight three points.

First, Highbridge does not design investment strategies solely to
profit from the tax status of payments received under total return
swap agreements. Our investment decisions were and continue to
be guided by our analysis of the securities to which we want to
gain economic exposure. Once these investment decisions are made,
like any other prudent investment manager or investor, we choose
a form of investment, among other things, that is both lawful and
minimizes our costs.

Second, we believe the transactions in which we engaged are
lawful. In entering into these transactions, we have prudently
sought tax advice, legal advice, and we are mindful of the legal con-
sensus about the transactions. In light of this consensus, total re-
turn swap transactions have been widely used in the financial in-
dustry for many years, as you well know.

Third is the question of whether changes in the tax treatment of
certain total return swap payments are appropriate and/or desir-
able? This question is a very complicated one and has no simple
or easy answer. And, of course, it is a decision really for you, the
lawmakers and the authors of the tax code. Highbridge will be
happy to provide any information or insight that it can to help ad-
dress this question.

I am pleased, of course, to answer any questions you may have
on any of these subjects. And, again, I thank you very much.

Senator LEVIN. Thank you very much, Mr. Potapchuk, and we
want to also acknowledge the cooperation of your company. We ap-
preciate that very much.

Mr. Wolf.

1The prepared statement of Mr. Potapchuk appears in the Appendix on page 70.
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TESTIMONY OF GARY I. WOLF,! MANAGING DIRECTOR,
ANGELO, GORDON & CO., NEW YORK, NEW YORK

Mr. WoLF. Thank you, Mr. Chairman. My name is Gary Wolf. 1
am a Managing Director at Angelo, Gordon & Co., a Delaware lim-
ited partnership and an SEC-registered investment adviser.

Angelo, Gordon & Co. was founded in 1988 and currently man-
ages with its affiliates in excess of $19 billion. We seek to achieve
attractive risk-adjusted returns while preserving capital primarily
through investments in non-traditional strategies. Angelo, Gordon
& Co. manages capital across four principal lines: Distressed debt
and par loans; real estate; private equity; and hedged strategies.
Our client base is global and is comprised of institutions including
corporations, public funds, endowments, foundations, and high-net-
worth individuals. We have associated offices in London, Amster-
dam, Hong Kong, Seoul, Tokyo, Singapore, and Mumbai.

I joined the firm in 1993 and have been a convertible securities
research analyst and portfolio manager during the past 15 years.
Since 1995, I have been the head of the firm’s convertible securities
department.

The Subcommittee has asked me to testify about one investment
product which has been offered by investment banks for many
years. The use of this product, often referred to as a “swap” or a
“CFD,” has been common practice in the financial world and was
marketed to Angelo, Gordon & Co. by many of the largest, most so-
phisticated investment banks in the world. The investment banks
offering these products represented to Angelo, Gordon & Co. that
the structure of these transactions, including the tax implications,
had been cleared by their legal advisers, a position which was con-
firmed by our own legal advisers. Angelo, Gordon & Co. did not
construct or market these swap products but, rather, these prod-
ucts were created and marketed by the investment banks.

While the specific products offered by different investment banks
varied in particular aspects, this product in general is one in which
the investor is not the actual owner of the security but, rather, en-
ters into a contract with the investment bank to receive or to make
payments which mirror the performance of the referenced security.
The investment banks, which is the counterparty to the contract,
may or may not actually hold or own the security. If the price of
the security rises, the investment bank is obligated under the con-
tract to pay an amount equal to that increase. If the price of the
security falls, the investor must pay the bank an amount equal to
the decline. Under the contract, an amount equal to some or all of
the value of any dividend paid to stockholders during the contract
period is paid to the investor by the investment bank.

Depending on the specific circumstances of a given transaction,
sometimes the best way to maximize returns for our investors was
to engage in a swap transaction. While I am not a tax expert, it
is my understanding that while the person or entity actually own-
ing the security and receiving the actual dividend payment may be
subject to the Federal tax on dividends, the tax treatment of a pay-
ment received under a contract is determined by other provisions
of the tax code. At times, this tax treatment of swaps will provide

1The prepared statement of Mr. Wolf appears in the Appendix on page 75.
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a tax benefit resulting in a higher total yield on the investment for
a foreign investor. This benefit was a central aspect of the mar-
keting pitches that were made to us by the investment banks.

While the tax consequences were a significant factor considered
in deciding whether to enter into a swap transaction, this was far
from the only consideration. In fact, there were other significant
economic realities that factored into the decision to enter into a
swap transaction, including increased leverage and competitive
transparency benefits. While swap transactions do have a signifi-
cant number of positive benefits, including those related to lever-
age, transparency, and tax, there are a number of potential nega-
tive consequences or risks associated with such transactions. There
was the economic reality that since we would not be the actual
owner of the security, we would not have the normal stockholders
role in the control of the company. Also, there were often signifi-
cant transaction costs associated with swap transactions, including
the fees for leverage. In addition, unlike those situations where we
held the actual security under a swap contract, we were exposed
to the risk that our counterparty would not make the payments
called for by the contract. Recent events have demonstrated that
counterparty risk is real.

We were told by the investment banks, as well as by our own
legal advisers, that this form of investment offered a legal way for
us to enhance or maximize our total return since we would be re-
ceiving contract payments and not actual dividend payments. The
investment strategies we pursue are not designed around dividends
but, rather, focus on movement in the price of the equity. While the
value of any dividends paid during the time we held a position in
a company would be, we hoped, minor compared to what we would
realize from the movement of the price of the security, we were at-
tracted to a form of investment that resulted in lower rather than
higher taxes for our investors. Just as an individual deciding be-
tween renting and homeownership is well advised to consider the
tax consequences of each approach, it is incumbent on financial
firms and institutions to also consider the tax consequences, among
many other factors, inherent in a given transaction.

The tax advantage of these products was certainly one of the pri-
mary considerations that made them attractive when they were
marketed to us by the investment banks. But the tax advantage
was not the only substantive aspect of these contracts. During the
time period when Angelo, Gordon & Co. was active in swap trans-
actions, leverage was also a considerable factor driving such deci-
sions. In fact, often one of the most important negotiation points
when entering into a swap transaction was the amount of leverage
that could be obtained. Leverage was deemed to be so critical to in-
vestment decisions that the prime brokerage arms of investment
banks would compete for business on the basis of the amount of le-
verage that could be offered.

Another significant benefit associated with swap transactions re-
lates to competitive transparency. When Angelo, Gordon & Co.
holds a security in swap, it prevents other competing investors
from tracking and either mirroring or undermining our positions.

Given the myriad of benefits and positive economic results that
can be realized through swap transactions, Angelo, Gordon & Co.
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engaged in such transactions on a global level, and this activity
was not simply limited to U.S. dividend-paying securities. In fact,
Angelo, Gordon & Co. has entered into swap transactions for secu-
rities ranging from U.S. convertible bonds to bank debt to foreign
securities—none of which would be subject to the U.S. withholding
tax even if owned directly. And this has been the case with both
our domestic and foreign funds.

My understanding is that some of the recent media discussion re-
garding swap transactions has centered on the practice of acquiring
a position in a security shortly before dividend date and then
exiting that position shortly after the dividend date, often referred
to as “bracketing” a dividend. Not only did Angelo, Gordon & Co.
not engage in bracketing dividends, but such a practice runs
counter to Angelo, Gordon & Co.’s core investment philosophy of fo-
cusing on well-researched, longer-term investments. Almost always,
Angelo, Gordon & Co. would hold the security in swap for at least
9 months, and sometimes as long as 2 years. In only a handful of
instances did Angelo, Gordon & Co. hold a security in swap for less
than 30 days.

Finally, due to economic and business realities in the market-
place, and at Angelo, Gordon, and Co. the firm currently engages
in very few swap transactions, and the number of swap trans-
actions engaged in has decreased significantly over time. Given the
decrease in opportunities in the marketplace, Angelo, Gordon &
Co.’s dedicated convertible securities funds, which used to engage
in such swap transactions, closed in late 2006. Angelo, Gordon &
Co.’s real estate securities funds, which also used to engage in such
swap transactions, closed in late 2007. Notably, the significant de-
crease in swap transactions has had no relationship to any change
in the tax treatment of dividend-based payments but, rather, is
based on other economic and business realities.

I hope my testimony has aided the Subcommittee in under-
standing these issues, and I will do my best to answer any ques-
tions you might have.

Senator LEVIN. Thank you very much, Mr. Wolf, and thank you
and your company for your cooperation also with the Sub-
committee.

Mr. Manogue, let me start with some questions to you. You have
engaged in the stock loan transactions with financial institutions
to enhance dividends for some time. Is that correct?

Mr. MANOGUE. That is correct.

Senator LEVIN. What was the purpose of those transactions?

Mr. MANOGUE. The purpose of the transactions was to enhance
dividends.

Senator LEVIN. And how long would a typical transaction last?

Mr. MANOGUE. Over the years, that has been negotiated, so it
has been different time periods. But it ranged from 30 days down
to 15 days.

Senator LEVIN. And then after the 15 days or 30 days, or what-
ever the period was, the stock would be returned?

Mr. MANOGUE. That is correct.

Senator LEVIN. Now, when you say that the purpose of these
transactions, loan transactions, was for dividend enhancement—
and we appreciate your candor on that—the dividend itself was not
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enhanced, as I understand it, but rather the amount of the divi-
dend was not enhanced. The enhancement came through the tax
not being paid. Is that correct?

Mr. MANOGUE. Through the substitute dividend payment, yes,
correct.

Senator LEVIN. And that not being taxable.

Mr. MANOGUE. Correct.

Senator LEVIN. Is that why that particular technique was pitched
to you by the financial institution, in order to enhance the dividend
through its not being taxable? Was that the basis of the pitch to
you from whatever financial institution was

Mr. MANOGUE. Correct. That was the premise. And I just want
to clarify one point. I am not a tax expert, so I am not sure that
a substitute dividend is not necessarily taxable.

Senator LEVIN. All right. But the payment that you received was
not taxable.

Mr. MANOGUE. Correct.

Senator LEVIN. OK. Now, Mr. Wolf, I wonder if you would take
a look at Exhibit 16 in the book that is in front of you.! If you look
at page 2 of that exhibit where it says that Gary Wolf called re-
garding the swap that was discussed?

Mr. WoOLF. Yes, sir.

Senator LEVIN. And he said that he—“Gary Wolf called regarding
the swap that was discussed on his prefs.”

Mr. WOLF. Yes.

Senator LEVIN. “Prefs,” what is that?

Mr. WoLF. Preferred securities.

Senator LEVIN. “And he said that he is being quoted by other
brokers on the street 100-percent dividend doing it via a total re-
turn swap as opposed to the 92 percent that we offer. He said he
would be looking to do this on a more long-term position as opposed
to ones that he knows they will be getting out of.” Is that accurate?
Do you remember that phone call?

Mr. WOLF. Vaguely.

Senator LEVIN. All right. And to the extent that you remember
it, was the return on that swap important to you?

Mr. WOLF. Sure.

Senator LEVIN. The transactions that you engaged in there were
aimed at enhancing your dividend. Is that correct?

Mr. WoLF. That was one of the significant factors in entering
into a total return swap or a CFD.

Senator LEVIN. Was that, would you say, a significant factor? Is
that the way you would phrase it?

Mr. WorF. Well, I would say it is a very significant factor—in
fact, a primary factor; but not the only economic substance to the
transaction.

Senator LEVIN. All right. And, Mr. Potapchuk, let me ask you the
question. Did you engage in the transactions that we are discussing
here to enhance the dividend?

Mr. PoraApcHUK. We do engage and have engaged for quite some
time, back into the 1990s, in transactions involving taking expo-
sure to securities in the form of total return swap, yes. With re-

1See Exhibit No. 16 which appears in the Appendix on page 223.
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spect to the stock lending transactions that were referred to, the
answer to that is no.

Senator LEVIN. In terms of the swaps?

Mr. POTAPCHUK. In terms of stock loan transactions, no.

Senator LEVIN. What about swaps? Did you engage

Mr. POTAPCHUK. Swaps, yes. We engaged, have engaged, and
continue to engage in transactions that involve taking exposure to
securities in the form of total return swaps.

Senator LEVIN. All right. And the principal purpose there
was

Mr. PotapcHUK. Well, the principal purpose——

Senator LEVIN. The principal reason, I think your testimony is,
although not necessarily the only reason, of these total return
swaps was to reduce the tax burden on the non-U.S. investors. Is
that your testimony I am reading from?

Mr. PoTAPCHUK. Yes. There are other economic reasons for enter-
ing into a swap, but quite frankly, the most compelling one by far
is the tax savings. And without that tax savings, a lot of those
swaps, I would say, at Highbridge would not have occurred.

Senator LEVIN. Thank you.

Mr. POTAPCHUK. Some would and some would not.

Senator LEVIN. But many of them would not have occurred?

Mr. PorapcHUK. That is true.

Senator LEVIN. Mr. Manogue, you said that in 2007 a number of
financial institutions suspended offering dividend enhancement
services.

Mr. MANOGUE. That is correct.

Senator LEVIN. And how many stopped, and who were they?

Mr. MANOGUE. To the best of my knowledge, all of them stopped.

Senator LEVIN. Let me ask each of you, how did your firm learn
about these types of transactions in the first place? Did this come
from a financial institution of some kind?

Mr. MANOGUE. Yes, financial institutions would market us for
this product.

Senator LEVIN. “Mark” you? What does that mean?

Mr. MANOGUE. Market.

Senator LEVIN. Oh, market.

Mr. MANOGUE. They would come up and try to convince us to buy
their product.

Senator LEVIN. Who are some of those institutions; do you re-
member?

Mr. MANOGUE. Over the years they have ranged from every
major financial institutions, but, in particular, for us it was UBS,
Merrill Lynch, Morgan Stanley, Lehman Brothers, Nomura, and
ING.

Senator LEVIN. OK, so they initiated it, came to your company
to try to persuade you to use the type of transaction?

Mr. MANOGUE. Yes, they did.

Senator LEVIN. Mr. Potapchuk, did you initiate this or was this
a financial institution which marketed this to you?

Mr. PoraApcHUK. Well, as I explained, what we do at Highbridge
is enter into total return swap transactions and not the other stock
lending type transactions. We enter into total return swaps for,
again, many other reasons in many other markets. We are very
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aware that under current tax law, payments under total return
swaps are not subject to dividend withholding, so

Senator LEVIN. There was not a financial institution which came
to you to market it?

Mr. PoTAPCHUK. They all come to us to market it in the sense
that we may be doing it with someone, with a UBS company, and
they would like us to do it with them instead just to gain some
market share of our business. But once approached by any of these
firms, we have a practice whereby internally we vet any of the
issues that they bring up. We confer with our own in-house coun-
sel, our own in-house tax advisers. We go outside to the extent we
need to with our tax professionals. And we basically came to the
same conclusion as they did with respect to the appropriate tax
treatment of these payments under the swap contracts.

Senator LEVIN. But these total swaps are marketed to you?

Mr. PoTAPCHUK. They are marketed to us, just like a normal
prime brokerage is marketed to us, yes.

Senator LEVIN. And when they are marketed to you as the prin-
cipal—I will leave it there.

Mr. Wolf, how did your company get involved in the swaps? Was
this something internal, or was this marketed to you by financial
institutions?

Mr. WoLr. It was marketed to us by a number of major financial
institutions.

Senator LEVIN. And who are they?

Mr. WOLF. Several on this list that are—Lehman Brothers, Deut-
sche Bank, Morgan Stanley, Goldman Sachs, Merrill Lynch, and
others.

Senator LEVIN. OK. Mr. Manogue, is Maverick LDC a U.S. com-
pany?

Mr. MANOGUE. No. It is a Cayman Island entity.

Senator LEVIN. And how many people does Maverick have in the
Caymans?

Mr. MANOGUE. We do not have any.

Senator LEVIN. So this is a company that you own that is in the
Caymans or listed in the Caymans, but you do not have any people
there?

Mr. MANOGUE. Correct. It is registered in the Caymans.!

Senator LEVIN. Registered. Thanks. So you do not have an office
there?

Mr. MANOGUE. Correct.

Senator LEVIN. And how many people do you have in the United
States?

Mr. MANOGUE. Close to 200 people.

Senator LEVIN. And where are the investment specialists who
make all the investment decisions, perform all the investment deci-
sions, and perform all the research located?

Mr. MANOGUE. We have several offices here in the United States.
The primary office would be Dallas as well as New York City.

Senator LEVIN. But all the 200 or so are in the United States?

1See Exhibit No. 35 which appears in the Appendix on page 300 for clarification of these re-
marks.
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Mr. MANOGUE. Almost all of them. We do have some folks in
London, Taipei, and Shanghai.

Senator LEVIN. All right. Now, when you performed the stock
loan transactions with UBS, the record indicates that the trans-
actions were with UBS’ Cayman Island facility. If you would take
a look at Exhibit 10,2 and this is the way UBS described its Cay-
man Island facility. It said, “UBSCL is not licensed, registered, or
regulated, e.g., by reason of capital adequacy requirements, as a
broker-dealer or similar entity in any jurisdiction, cannot access
the capital markets except through a broker-dealer, and does not
hold itself out as a broker-dealer. UBSCL”—that is their Cayman
operation—“is not and does not hold itself out as being capable of
servicing customers, e.g., it does not possess adequate systems or
personnel. UBSCL’s counterparties do not view themselves as
UBSCL’s customer. And UBSCL does not have any fiduciary duties
to its counterparties. UBSCL does not make markets, possess in-
ventory, or have an established place of business. UBS does not
hold itself out as a merchant or as willing to enter into either side
of securities or derivative trades.”

I cannot think of a better definition of a shell than that one.

Now, your operation in the Caymans, as you just indicated, was
a shell operation, and over the years the stock loan transactions be-
tween the two Cayman Islands shells cost the U.S. Government
about $90 million in dividends that were not withheld. And that
loss came because the transactions supposedly took place between
the two Cayman entities. So far are you with me?

Mr. MANOGUE. I am with you, Senator.

Senator LEVIN. OK. Do you disagree with anything I have said
so far on this question?

Mr. MANOGUE. Well, I am not sure what the question is, but——

Senator LEVIN. Well, what I have said so far, that there were two
entities—there was a loan transaction between—one of them was
your entity, which you have described as not having any people
there and being registered there; the other one, UBS described just
the way I have just read it.

Mr. MANOGUE. Yes.

Senator LEVIN. Were you aware that UBS Cayman——

Mr. MANOGUE. We knew of the entity, yes.

Senator LEVIN. All right. Now, do the financial institutions that
Maverick has dealt with more recently also run these trades
through these kind of registered offices in offshore jurisdictions?

Mr. MANOGUE. Yes.

Senator LEVIN. And, again, I think you have been clear that the
trades are structured through these jurisdictions as a way of en-
hancing your dividend, as you put it. So I think you have been
clear on that.

Now, Mr. Wolf, does Angelo, Gordon & Co. have a Cayman Is-
land hedge fund?

Mr. WOLF. We have—yes.

Senator LEVIN. And how many people do you have in the Cay-
mans?

Mr. WoLF. We do not have any employees in the Caymans.

2See Exhibit No. 10 which appears in the Appendix on page 216.
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Senator LEVIN. Do you have an office in the Caymans?

Mr. WoLF. No. We have an administrator.

Senator LEVIN. No employees?

Mr. WoLF. That is correct.

Senator LEVIN. And about how many people work for Angelo,
Gordon & Co.?

Mr. WoLF. About 250.

Senator LEVIN. And none of them are in the Caymans. Where are
they?

Mr. WoLF. They are in New York, offices in London, Amsterdam,
several in Asia, Chicago, and Los Angeles.

Senator LEVIN. OK. Thank you.

Mr. Potapchuk, what about Highbridge? Does Highbridge have a
Cayman hedge fund?

Mr. PorapcHUK. The funds that Highbridge manages are gen-
erally registered in the Cayman Islands, yes.

Senator LEVIN. And how many folks do you have in the Cay-
mans?

Mr. POTAPCHUK. We have none. We have an administrator, some
legal experts, etc.

Senator LEVIN. But no employees there?

Mr. PoTaPcHUK. No employees.

Senator LEVIN. And do you have an office there?

Mr. PotapcHUK. We do not have an office there.

Senator LEVIN. Mr. Manogue, would you take a look at Exhibit
7, please?! Leading up to my question, Mr. Manogue, about Exhibit
7, let me see if you would agree with this. According to the mate-
rials that you have provided to the Subcommittee—and, again, we
appreciate that cooperation—your firm received about $63 million
in dividend enhancements. Now, those are portions of dividends
that would normally be withheld but are not under the trans-
actions that you engaged in, and the financial institutions that you
were trading with received about $31 million, the portion of Mav-
erick’s enhancement that was paid to them. That would be money,
obviously, which would have otherwise been withheld and turned
over to the U.S. Government.

Now, I want to ask you about Exhibit 7. What I have said so far
is based on your documents, and so I will proceed from there unless
you disagree with those figures that I just gave.

Mr. MANOGUE. I do not disagree.

Senator LEVIN. All right. Thanks.

Now, Exhibit 7, this is a communication between Mr. Chisholm
of Maverick and a representative from Ernst & Young. In the
memo, Mr. Chisholm raises the question of whether money from
dividend enhancement transactions should be reserved or paid to
the government as part of Maverick’s tax return. And this is what
he says: “Now that June 15th is approaching, we are consid-
ering”—again, I am reading from Exhibit 7—“whether we need to
go ahead and remit the 2006 income tax withholding that we ac-
crued for FIN 48 purposes in connection with the stock loan fee in-
come earned during 2006. We determined in December that we
should probably accrue these taxes even though nothing is actually

1See Exhibit No. 7 which appears in the Appendix on page 203.
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withheld by our other brokers. We will need to address whether or
not to pay these taxes for pre-2006 years whenever we file protec-
tive returns for those years.”

Has Maverick paid any money to the government as part of a tax
payment related to these dividend enhancement transactions?

Mr. MANOGUE. I am not aware of that. I would have to talk to
our tax advisers and service folks.

Senator LEVIN. All right. Let us know then. Would you do that
for the record??

Mr. MANOGUE. We will.

I believe this memo also is driven by a discussion on compliance
with FIN 48. There is a reserve that has been determined that we
should take related to fees that we earn for lending our stocks out.
So I believe there are two issues being discussed in this memao.

Senator LEVIN. All right. Now, that same exhibit, I think it is
page 5, but at the bottom it is MAV0001119. Do you see that page?
It is in the lower right-hand corner.

Mr. MANOGUE. Yes.

Senator LEVIN. OK. Now, if you look at the top paragraph there,
this is addressed to Joe Bianco, who is a Maverick employee. Is
that correct?

Mr. MANOGUE. No. He works for Ernst & Young, I believe.

Senator LEVIN. Matt Blum at the bottom. Do you see he works
for Ernst & Young?

Mr. MANOGUE. As well, yes.

Senator LEVIN. So they both work for Ernst & Young?

Mr. MANOGUE. I believe so, yes.

Senator LEVIN. All right. As you read the first paragraph, if the
prime broker does not withhold and the IRS catches the prime
broker, then perhaps the prime broker can go after Maverick for
contribution or indemnification, complex point if the contract is si-
lent, but if the IRS figures out what is going on, the IRS can by-
pass the prime broker and go straight after Maverick for failure to
pay tax imposed under Section 881. The only limit is that the IRS
may not collect the tax twice.

So if the IRS figures out what is going on, the IRS can go
straight after Maverick. Were you aware that was the Ernst &
Young opinion?

Mr. MANOGUE. I was not until preparing for this testimony.

Senator LEVIN. OK. Mr. Wolf, how much withholding did Angelo,
Gordon & Co. get back from these dividend enhancement trans-
actions over the years? Do you have that figure for us?

Mr. WoLF. For the years 2000 to 2007, the total amount of U.S.
dividends that Angelo, Gordon & Co. received in offshore funds was
$137 million. So we would have gotten contract payments of $137
million.

Senator LEVIN. All right.

Mr. WOLF. Therefore, what you were calling dividend—30 per-
cent of that number is the number.

Senator LEVIN. Thirty percent of that $137 million.

Mr. WoLF. Correct.

2See Exhibit No. 35 which appears in the Appendix on page 300.
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Senator LEVIN. And, Mr. Potapchuk, how much withholding did
Highbridge get back from the dividend enhancement transactions
over the years?

Mr. PoTtaPcHUK. The analysis that we have done and submitted
to the staff previously covered the 6-year period from 2002 through
2007, where it is indicated that if during that time there was a 30-
percent withholding requirement on payments received on swap
transactions, the likely amount of withholding amounts that would
have occurred at Highbridge would have been approximately $100
million. And I can walk you through that number a bit. It works
like this.

We received during that period about $425 million in payments
under total return swap contracts. These were received by our mas-
ter fund. Our master fund has a combination of U.S. and non-U.S.
investors. The U.S. portion ranges from 10 to 20 percent. So let’s
say that 15 percent of that number, or about $60 million, would not
be subject to withholding because they would be directly received
by—they would be indirectly effectively received by U.S. persons.
That would bring us down to about $360 million.

Additionally, there are several amounts included in those pay-
ments received that would otherwise not be taxable. For instance,
in many cases, in particular with respect to large dividends that
are paid, many of the dividends are treated as returns of capital
for U.S. tax purposes. They are not paid out of current earnings
and profits of the corporations.

Conservatively, we estimate that about $20 million of that total
would have been made up of something classified as return of cap-
ital by the corporations, which would bring us to $340 million, and
about 30 percent of that number gets me to the $100 million over
the 6-year period ending in 2007.

Senator LEVIN. I have got it. And I can ask both of you, Mr. Wolf
first, was any of that $137 million ever paid back to the govern-
ment as part of a tax payment?
hMr. WoLF. Well, again, it was not the $137 million. That was
the——

Senator LEVIN. The 30 percent of that, was any of that ever paid
to the government?

Mr. WoLF. Not to my knowledge.

Senator LEVIN. All right. And do you know, Mr. Potapchuk, if
any of that approximately $100 million you talked about was ever
paid to the government?

Mr. PoTraPCHUK. No, it was not paid to the government at all.

Senator LEVIN. Thank you.

Mr. MANOGUE. Senator, if I may, I would like to clarify one other
point.

Senator LEVIN. Sure.

Mr. MANOGUE. We discussed Exhibit—I believe it is Exhibit 7,
page MAV0001119.

Senator LEVIN. Yes.

Mr. MANOGUE. The memo from Matt Blum to Joe Bianco of
Ernst & Young. I believe after having a chance to look at this, the
first two paragraphs refer to a discussion about the reserve for
stock loan fees that have been paid in our tax return. The last
paragraph in that email exchange refers to dividend enhancement,
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where they conclude that there is a need to come up with a better
than 50-percent chance of succeeding under FIN 48 analysis. So I
believe the top two paragraphs are referring to something different,
not dividend enhancement.

Senator LEVIN. The one I read you do not think referred to——

Mr. MANOGUE. I do not.

Senator LEVIN. But you are confident that this memo was an in-
ternal memo at Ernst & Young?

Mr. MANOGUE. Yes.

Senator LEVIN. And that the “Joe” referred to is an Ernst &
Young employee?

Mr. MANOGUE. Joe Bianco, yes.

Senator LEVIN. And that these points in this memo were not
shared with you?

Mr. MANOGUE. They were not shared with me, no.

Senator LEVIN. I mean with your company.

Mr. MANOGUE. I believe they were shared and through the email
chain would have gotten to our tax department.

hSenator LEVIN. Who in your tax department? Who in that email
chain

Mr. MANOGUE. Keith Hennington and Chad Chisholm.

Senator LEVIN. So your tax department was aware of this docu-
ment, then?

Mr. MANOGUE. Yes.

Senator LEVIN. OK. Let me again thank our witnesses, and I
would note that these hedge funds are not the only hedge funds
that engage in these activities. These are representative of these
actions and activities that go on, and we selected three because we
needed to have representative witnesses here, and you have been
helpful. We appreciate it and you are excused.

Mr. MANOGUE. Thank you.

Mr. PoTtaPcHUK. Thank you.

Mr. WoLF. Thank you.

Senator LEVIN. Let me now welcome our third panel of witnesses:
John DeRosa, the Managing Director and Global Tax Director of
Lehman Brothers, New York; Matthew Berke, the Managing Direc-
tor and Global Head of Equity Risk Management of Morgan Stan-
ley of New York; and Andrea Leung, the Global Head of Synthetic
Equity Finance of Deutsche Bank of New York.

Let me thank each of you again for being here today, and pursu-
ant to Rule VI, all witnesses who testify before the Subcommittee
are required to be sworn. So I would ask that you please stand and
raise your right hand. Do you solemnly swear that the testimony
that you will give to this Subcommittee today will be the truth, the
whole truth, and nothing but the truth, so help you, God?

Mr. DERoOSsA. I do.

Mr. BERKE. I do.

Ms. LEUNG. I do.

Senator LEVIN. Thank you.

I think you were all here when we described the timing system,
so I will not repeat that. Mr. DeRosa, we will have you go first, fol-
lowed by Mr. Berke, and then Ms. Leung. And then we will turn
to questions.

So, Mr. DeRosa, you may proceed.
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TESTIMONY OF JOHN DeROSA,! MANAGING DIRECTOR AND
GLOBAL TAX DIRECTOR, LEHMAN BROTHERS INC., NEW
YORK, NEW YORK

Mr. DEROSA. I am John DeRosa, Managing Director and Global
Tax Director at Lehman Brothers. I appreciate the opportunity to
appear before the Subcommittee today on behalf of Lehman Broth-
ers.

Lehman Brothers, an innovator of global finance, serves the fi-
nancial needs of corporations, governments, municipalities, and
high-net-worth individuals worldwide. Founded in 1850, Lehman
Brothers maintains leadership positions in equity and fixed-income
sales, trading and research, investment banking, private invest-
ment management, asset management, and private equity. The
firm is headquartered in New York, with regional headquarters in
London and Tokyo, and operates offices worldwide.

As global tax director, I can state with confidence—and I want
to emphasize—that Lehman Brothers takes its obligations under
the U.S. tax code very seriously. Lehman Brothers has worked dili-
gently to follow the letter and spirit of the law governing both eq-
uity swaps and stock loan agreements. The rules governing the ap-
plicability of U.S. withholding tax for payments made to non-U.S.
counterparties on swap and stock loan transactions referencing
U.S. equities are clear.

Under Treasury Regulation Sec. 1-863-7(b)(1), the source of no-
tional principal contract income—i.e., swap payments—is deter-
mined by reference to the residence of the taxpayer receiving the
payment, not the residence of the payor on the underlying ref-
erenced asset. Thus, when Lehman Brothers makes a payment on
an equity swap referencing a U.S. asset to a non-U.S. counterparty,
the payment is sourced to the residence of the swap counterparty
and does not attract U.S. withholding tax.

With respect to stock loans, IRS administrative Notice 97-66 ex-
empts from U.S. withholding tax in-lieu payments made to a for-
eign counterparty when the criteria articulated in that notice are
met. Thus, under these rules, the transactions that the Sub-
committee is reviewing do not attract U.S. withholding tax. When
Lehman Brothers makes payments, whether pursuant to an equity
swap or a stock loan, to foreign counterparties referencing U.S. eq-
uities, Lehman Brothers complies with these rules. We understand
that Treasury and the IRS may now be considering whether these
rules should be changed going forward, including possibly advanc-
ing a new rule that would recharacterize some, but not all, of these
transactions. I can assure you that, to the extent that Treasury or
the IRS now changes these rules, Lehman Brothers will comply
with those new rules.

Equity swaps and stock loan agreements are basic financial in-
struments that have been in existence for decades and are critical
to the proper functioning of today’s global capital markets. There
are many reasons—totally unrelated to withholding tax—why cli-
ents use these instruments. Fundamentally, clients employ these
instruments to gain economic exposure to underlying assets with-

1The prepared statement of Mr. DeRosa with an attachment appears in the Appendix on page
80.
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out beneficially owning those assets. These instruments can pro-
vide clients with leverage, operational and administrative effi-
ciency, and other balance sheet and regulatory capital benefits. In
return, Lehman Brothers receives financing spreads and commis-
sions as appropriate. These financial instruments, like many others
such as municipal bonds, offer tax efficiency in certain cir-
cumstances—a result fully recognized by Treasury and the IRS.

In fact, however, most of Lehman Brothers’ equity swaps and
stock loans have nothing to do with U.S withholding tax efficiency.
The overwhelming majority of Lehman Brothers’ equity swaps and
stock loans simply do not implicate U.S. withholding taxes at all
because they have one or more of the following characteristics:
One, the counterparty takes a short, rather than a long, position;
two, there is no distribution payment on the underlying referenced
security; three, the swap or stock loan is not held by the
counterparty over a dividend record date; four, the underlying ref-
erenced security makes a payment characterized for tax purposes
as interest, which is generally not subject to U.S. withholding tax;
five, the underlying security i1s foreign, rather than United States;
or, six, the counterparty is a resident in the United States.

It has been well understood for years that even when these basic
financial instruments do reference underlying U.S. dividend-paying
securities and are entered into as long positions by non-U.S.
counterparties over a dividend record date—a relatively small uni-
verse of the transactions at Lehman Brothers—they do not attract
withholding tax under U.S. tax laws. As I stated earlier, the basic
rule for equity swaps, established by Treasury in 1991, is that pay-
ments made to non-U.S. counterparties pursuant to these basic fi-
nancial instruments must be sourced based on the residence of the
counterparty and, therefore, do not implicate U.S. withholding
taxes. In addition, an IRS administrative notice specifically ex-
empts from U.S. withholding taxes in-lieu payments on stock loan
transactions like the ones in which Lehman Brothers participated.
These fundamental rules—and the resulting tax treatment for cer-
tain counterparties—have long been understood by market partici-
pants and, notably, the Department of Treasury and the IRS.

Indeed, most, if not all, of the major Wall Street investment
banks and commercial banks engage in equity swap and stock loan
transactions referencing U.S. underlying equities with non-U.S.
counterparties. Over the last 15 years, numerous commentators in
widely respected taxation journals have addressed the withholding
tax consequences of equity swaps similar to those offered through-
out Wall Street, including articles by the current chief of staff for
the Joint Committee on Taxation and his former law firm. In 1998,
a Notice of Proposed Rulemaking was published in the Federal
Register that expressly addressed the same issue. It said, “Treasury
and the IRS are aware that in order to avoid the tax imposed on
U.S. source dividends . . . some foreign investors use notional prin-
cipal contract transactions based on U.S. equities. . . . Accordingly,
Treasury and the IRS are considering whether rules should be de-
veloped to preserve the withholding tax with respect to such trans-
actions.”

In May 2007, the Practicing Law Institute hosted a panel focused
specifically on the U.S. withholding tax aspects of equity swaps and
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stock loan transactions. The panel included well-recognized practi-
tioners in the tax field including, most notably, a representative
from the IRS. Lehman Brothers has provided the Subcommittee
with a copy of that panel’s presentation.

Despite the IRS’ clear recognition for at least a decade that these
financial instruments, in certain circumstances, may have U.S.
withholding tax implications, to date, no new rules governing eq-
uity swaps or stock loan arrangements have been promulgated.
This is not surprising when one considers what a fundamental
change any such new rules would present, particularly if those new
rules were to articulate circumstances warranting recharacteriza-
tion of certain transactions.

I should note, however, that even under existing law, Lehman
Brothers exercised appropriate care when entering into financial
instruments. Lehman Brothers consulted extensively with tax ex-
perts both internally and at major Wall Street law firms, receiving
both oral and written advice. Based on the advice of its legal coun-
sel, Lehman Brothers put in place guidelines and parameters gov-
erning the use of these instruments. For example, Lehman Broth-
ers instituted a minimum duration requirement and established re-
quirements governing the size of underlying baskets. Under the
prevailing rules applicable to equity swaps and stock loans, trans-
actions meeting these guidelines should not be recharacterized for
tax purposes. In other words, according to the U.S. tax laws as cur-
rently written, the payments made to non-U.S. counterparties pur-
suant to equity swaps must be sourced to the residence of the
counterparty and, therefore, do not trigger U.S. withholding taxes.
Likewise, the type of in-lieu payments made by Lehman Brothers
on stock loans are specifically exempt from withholding tax pursu-
ant to the IRS administrative notice mentioned earlier.

Lehman Brothers made every effort to ensure that its equity
swaps and stock loans complied with these guidelines. Indeed, we
know that in some situations clients approached Lehman Brothers
in an effort to transact in instruments in a way that did not align
with our product parameters—for example, by seeking to hold a po-
sition for a very short period of time around a dividend record
date—and that Lehman Brothers refused to engage in those trans-
actions.

But Lehman Brothers did even more than that. In October 2007,
when David Shapiro, Senior Counsel in the Treasury Department’s
Office of Tax Policy, stated publicly that Treasury would “welcome
input” from the industry on the proper tax treatment, Lehman
Brothers responded. First, Lehman Brothers participated with the
Securities Industry and Financial Markets Association to help de-
velop a framework on behalf of the industry. This analytical frame-
work was shared with Treasury and the IRS. Second, Lehman
Brothers proactively and independently engaged the Treasury De-
partment in constructive discussions explaining the equity swap
business and a possible new framework. These discussions cul-
minated with Lehman Brothers’ submission earlier this year of a
request to the IRS, pursuant to the Industry Issue Resolution Pro-
gram, for official guidance. I have attached a copy of that submis-
sion to my written testimony.
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As T said at the outset, if new rules governing the tax treatment
of equity swaps and stock lending transactions are promulgated,
Lehman Brothers will comply with those new rules. In the mean-
time, Lehman Brothers has made a concerted and good-faith effort
to comply with current tax law. We will continue to do so.

Thank you again for the opportunity to appear here today. I
would be happy to answer any questions you may have.

Senator LEVIN. Thank you, Mr. DeRosa. Mr. Berke.

TESTIMONY OF MATTHEW BERKE,! MANAGING DIRECTOR
AND GLOBAL HEAD OF EQUITY RISK MANAGEMENT, MOR-
GAN STANLEY & CO., NEW YORK, NEW YORK

Mr. BERKE. Thank you, Senator. My name is Matt Berke, and I
am a Managing Director and Global Head of Equity Risk Manage-
ment for Morgan Stanley. Thank you for inviting Morgan Stanley
to participate in today’s hearings. We have been pleased to assist
the Subcommittee’s staff as it examined these issues, and I hope
that I have been a useful resource and will continue to be today.

I understand that the Subcommittee is focused on two issues:
Whether industry participants are complying with applicable laws
regarding dividend withholding obligations, and whether new laws
and policies may be appropriate. I cannot speak for others, but
Morgan Stanley believes that its practices in these areas are in
compliance with relevant tax laws and regulations, and on the con-
servative end of the spectrum. We have submitted a longer written
statement for the record, but I want to summarize a few key points
now about our equity derivatives and stock lending businesses.

Swap trading is widespread and commonly accepted in today’s fi-
nancial markets, and Morgan Stanley is a leader in the equity
swap market. I understand that the Subcommittee is particularly
interested in a subset of the equity swap business, namely, total re-
turn swaps with non-U.S. counterparties obtaining long exposure to
dividend-paying U.S. stocks. I will refer generally to these as
“swaps” or “total return swaps” in my comments and in response
to your questions. But I should be clear that the swaps I am refer-
ring to constitute a small subset of Morgan Stanley’s overall global
swaps business.

There are a variety of reasons why an investor may choose to
transact via swap, including leverage, operational efficiency, and in
some instances, tax benefits. I know from talking with the Sub-
committee staff members and from reading the staff report that
there is a great deal of focus on business purpose and client moti-
vation for these trades. Let me start by saying our clients are, first
and foremost, investors. Their business purpose, their motivation
when they transact, is to put capital at risk in hopes of obtaining
a positive investment return. Only after making their threshold in-
vestment decision of what to buy and what to sell do they begin
to confront the issue of the best means by which to put their cap-
ital at risk, and tax can be an important part of that decision.

Non-U.S. counterparties can choose to transact in swap in part
to reduce their tax obligations. This is a legitimate choice and per-
missible under applicable tax laws, provided the swaps are exe-

1The prepared statement of Mr. Berke appears in the Appendix on page 88.
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cuted properly. We believe our swaps are properly executed in com-
pliance with relevant tax laws and regulations.

The relevant laws, as I understand them, provide that payments
made under swap contracts are treated differently than dividends
paid to owners of physical shares. That is the law, and it reflects
a decision made by policymakers. At Morgan Stanley, our focus is
on ensuring that what we offer to clients as swaps are, in fact,
swaps. And we do not enter into swaps that could be recharacter-
ized as repurchase agreements or agency arrangements, which are
subject to different U.S. tax treatment.

To take a conservative position, Morgan Stanley has always pro-
hibited two-sided crosses to reestablish a physical long position and
currently prohibits swaps with crosses on either end. We also do
not allow our swap counterparties to direct our hedge or tell us
how or whether to vote any shares that we may choose to purchase
as part of a hedge.

I understand the Subcommittee is also interested in the tax
treatment of certain stock lending transactions. As one of the
world’s leaders in equity financing services, Morgan Stanley is ac-
tive in borrowing and lending stocks both inside and outside the
United States.

One aspect of our stock loan business is an intermediation busi-
ness with Morgan Stanley standing between custodial lenders and
borrowers of U.S. dividend-paying stocks and earning a spread be-
tween the cost of borrowing and the fees generated by our on-lend-
ing activities. At Morgan Stanley, the stock loan activity you have
focused on is conducted by a desk in our London office, focused
largely on non-U.S. stocks but involving some U.S. stocks as well.
We believe we conduct this business in compliance with IRS Notice
97-66, as we understand it, and that our practices are on the con-
servative end of the spectrum.

Finally, I would like to say a word about tax policy in general.
The tax treatment of dividends generally differs from the tax treat-
ment of derivatives. Some have suggested a comprehensive re-
thinking of how we tax capital investment returns, regardless of
whether the return is classified as a dividend or not, and regard-
less of whether the investor is U.S. or non-U.S. In light of today’s
hearings, additional guidance on which investment structures the
IRS would critique or respect would be helpful, particularly for or-
ganizations like Morgan Stanley, where we try to conduct our busi-
ness on the conservative end of the spectrum.

Thank you for the opportunity to testify, and I look forward to
your questions.

Senator LEVIN. Thank you, Mr. Berke. Ms. Leung.

TESTIMONY OF ANDREA LEUNG, GLOBAL HEAD OF SYN-
THETIC EQUITY FINANCE, DEUTSCHE BANK AG, NEW YORK,
NEW YORK

Ms. LEUNG. Good morning, Chairman Levin and Members of the
Subcommittee. My name is Andrea Leung. I am the Global Head
of Synthetic Equity Finance for Deutsche Bank AG. I am based in
New York and have worked at Deutsche Bank since 2002.

Among my responsibilities is the management of the synthetic
equity desk in Deutsche Bank’s New York office. Our clients can
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use synthetic equity to replicate the economics of a long or a short
position in any particular equity security or in a basket of securi-
ties. Specifically, we enter into derivative or swap transactions
with clients who want the economics of purchasing or selling a sin-
gle stock, a basket of stocks, or an index of stocks without actually
acquiring the underlying securities.

Synthetic equity is a well-recognized, well-developed financial
product that has business purposes unrelated to taxation in gen-
eral or withholding taxes on dividends in particular. Indeed, many
of our clients manage ongoing portfolios and execute trading strate-
gies without owning any of the underlying securities. All of their
investments are held in synthetic equity. Furthermore, we do
transactions every day with domestic U.S.-based entities. We use
synthetic equity to replicate short positions and to replicate posi-
tions in stocks that do not pay dividends. This product was not de-
vised and is not held out by Deutsche Bank as a vehicle to avoid
dividend withholding taxes.

As my title Global Head of Synthetic Equity Finance suggests,
this New York business is a financing business. As with any bank
engaged in a financing business, we hope to profit from spreads—
here the difference between our own cost of funds and that which
we charge to the client. All clients, whether they are large or small,
long or short, onshore or offshore, trading in dividend-paying secu-
rities or not, are charged a fee based on Deutsche Bank’s cost of
funds plus our cost of balance sheet usage, stock execution, and
any risks associated with the transaction, including the credit risk
of the counterparty.

We enter into swaps on all types of securities, including convert-
ible bonds. Our swaps business based on U.S. stocks covers both
dividend and non-paying dividend stocks. Approximately 60 percent
of our clients have long positions with us, while the remaining 40
percent have short positions. About one-third of our clients are
based onshore, while the remainder are based offshore. Our swap
product allows clients to execute trading strategies and take posi-
tions on U.S. equities and equity markets without holding the un-
derlying physical securities.

Clients establish synthetic versus actual equity positions for
many reasons. Synthetic equity exposure, whether long or short, is
advantageous to clients as a financing technique. Swaps provide
clients with leverage, allowing them to gain the economic benefit
of purchasing and selling securities without expending their own
capital or having to pay the full cost of trading such securities.
Clients are relieved of having to pay settlement costs and other
back-office expenses. Also, because swaps involve synthetic and not
actual trading positions, swaps shift from clients to the broker-
dealers the obligation of certain market trading rules, such as lo-
cates for short sales.

Synthetic position also allow clients to protect their proprietary
trading strategies from market competitors. Because our synthetic
equity product is intended to replicate the economics of a position
in the underlying security, we make or receive payments under our
swap agreements to give our clients the financial equivalent of divi-
dend payments. The same economics could be replicated through a
futures or option transaction. I and my colleagues across Wall
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Street always have understood that, as a matter of tax law, swap
payments are not subject to withholding tax, and the institution
that makes them is not a withholding agent. That remains my un-
derstanding.

Further, I have always understood that Deutsche Bank could not
be deemed a withholding agent unless its transactions with cus-
tomers were susceptible of being recharacterized as repo trans-
actions or stock loans.

We have taken a series of steps to eliminate any possibility that
our transactions could be recharacterized in a manner that would
violate tax laws or turn Deutsche Bank into a withholding agent.
We have done this in part by establishing policies designed to pre-
vent clients from entering swap transactions close to a dividend
event. Thus, our policies are designed to encourage clients to hold
for a minimum of 30 and preferably 45 days.

In addition, we do not hedge our synthetic positions by both buy-
ing and selling the underlying stock with our client. We expect le-
verage to be a primary driver for entering into synthetic positions,
so we do not permit clients fully to collateralize their positions. We
also employ volume limits and pricing policies to ensure that our
hedging involves market activity.

We believe our policy has worked and that our synthetic equity
business is not a tax dodge. The information we have provided to
the Subcommittee demonstrates that two-thirds of all of our New
York swap clients hold their swap positions at least 60 days before
dividend record dates, and two-thirds of them hold their positions
at least 60 days after dividend record dates. Typically, our clients
unwind their swap positions not because dividends have just been
paid, but because their trading strategy dictates a change in invest-
ment position. Further, we successfully market our synthetic equity
product to customers who want short positions and to customers
who want to enter into swaps on non-dividend-paying stocks.

The entirety of the business clearly supports our understanding
that our clients are entering into swaps for sound business reasons
and our transactions are entirely legal under existing law.

Thank you for your time. I will do my best to answer any ques-
tions that you may have. In the interest of time, I have left out por-
tions of my prepared statement, including those addressed to the
business conducted by my colleagues in London and Jersey. With
your permission, I will submit those portions together with my
written remarks for the record.

Senator LEVIN. Ms. Leung, you are reading a statement. You
have asked that the parts that you did not read be submitted to
the record. We asked you to provide a copy of that written state-
ment in advance, and you failed to do so. Why?

Ms. LEUNG. We were certainly trying to comply with everything
that you had requested and just as a matter of time, did not have
the chance to get that to you.

Senator LEVIN. You could not have gotten it to us this morning?
You could not have given it to us last night? Everyone else gave
us a copy of the written statements that they read from.

Ms. LEUNG. I am sorry we did not do that.
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Senator LEVIN. Mr. Berke, did Morgan Stanley market or engage
in swap or stock loan transactions principally for the purpose of
avoiding U.S. dividend withholding tax?

Mr. BERKE. Senator, as I said in my opening remarks, we believe
the primary purpose of clients engaging in equity swaps is to gain
exposure to the underlying equity. Choosing swaps as a means of
gaining that exposure or choosing entering into a stock loan is a
secondary decision on their part on how to potentially deal with
issues, including taxes.

Senator LEVIN. Did you ever market your swap transactions or
stock loan transactions so your client could avoid U.S. dividend
withholding taxes?

Mr. BERKE. We market the products generally and include disclo-
sure about all the relevant aspects of it, including any tax implica-
tions or considerations that clients should have when considering
those investment opportunities.

Senator LEVIN. But did you ever market it focusing on enhancing
the dividend payout by not having to pay withholding?

Mr. BERKE. Our marketing materials include a discussion about
taxes.

Senator LEVIN. Did this discussion ever tell your recipient of
your proposals that they would enhance the dividend payout?

Mr. BERKE. Specific marketing materials may have, but gen-
erally we do include

Senator LEVIN. Take a look at Exhibit 26,1 would you?

Mr. BERKE. I am familiar with this from preparation for today’s
testimony.

Senator LEVIN. All right. This says, “Here are the main points
regarding total return equity swaps on Microsoft why offshore
funds are subject to withholding tax of up to 30 percent on cash
dividends from U.S. stocks. Morgan Stanley can enhance the divi-
dend payout from 70 percent to 100 percent through a total return
equity swap. This is a great opportunity to highlight an application
that is relevant to all dividend-paying securities, not just Micro-
soft.”

Is that a Morgan Stanley document?

Mr. BERKE. It is an internal distribution Morgan Stanley docu-
ment, so it is marketing to our internal sales people and traders.

Senator LEVIN. And did those folks that were marketing this par-
ticular type of a product use this argument?

Mr. BERKE. They may very well have discussed these issues as
opposed to using this piece as a marketing piece, yes.

Senator LEVIN. But whether or not this particular piece was used
in marketing, is it fair to say that they would have used this argu-
ment, this point in marketing for Morgan Stanley?

Mr. BERKE. Yes, it is fair to say that.

Senator LEVIN. And so, therefore, is it not fair to say that Mor-
gan Stanley, when it was offering and suggesting total return eq-
uity swaps to potential customers, used as an argument that Mor-
gan Stanley can enhance the dividend payout from 70 percent to
100 percent through a total return equity swap?

1See Exhibit No. 26 which appears in the Appendix on page 256.
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Mr. BERKE. It is certainly the case in respect to the Microsoft
dividend, yes.

Senator LEVIN. Well, doesn’t it say here “not just Microsoft™?

Mr. BERKE. Yes, it does.

Senator LEVIN. Mr. DeRosa, did Lehman Brothers market or en-
gage in swap or stock loan transactions with the presentation of
the argument that your customer could avoid U.S. dividend with-
holding tax?

Mr. DEROSA. Similar to Mr. Berke’s answer

Senator LEVIN. Give me your answer, if you would.

Mr. DEROSA. Fine. We included among the benefits from enter-
ing into equity swaps the tax features.

Senator LEVIN. The tax features being?

Mr. DEROSA. Meaning the reduction of taxes payable.

Senator LEVIN. OK. Now, if you will look at Exhibit 22?1 This
is a letter from you to Maverick Capital. Do you see on page 2 it
says, “We have a variety of solutions using swap and securities
lending vehicles for achieving yield enhancement”?

Mr. DEROSA. I see that.

Senator LEVIN. Was that not clearly marketing to Maverick a ve-
hicle for increasing dividend yield, enhancing a dividend yield? Is
that not clearly what you were marketing there?

Mr. DEROSA. Among the other items listed in this letter, yes,
that was featured.

Senator LEVIN. And where are those other items?

Mr. DEROSA. In just looking down the list of starting at the first
page, it goes through several different aspects of synthetic financ-
ing, I believe.

Senator LEVIN. Were any of those applying to your swap product
or your securities lending product?

Mr. DEROsA. I have not seen this document before this morning,
so I am just skimming it now. But I presume it is with respect to
all of the products that we offer.

Senator LEVIN. Well, why don’t you read it now and tell me
whether any of those items on page 1 refer to your swap and secu-
rities lending vehicle and whether you say anything about your
swaps and security lending vehicle except that it will achieve yield
enhancement. And then you propose that Maverick provide Leh-
man Brothers with an interest list on a weekly basis for possible
enhancement trades. If that is not marketing a vehicle to increase
your dividend yield, I do not know what is.

Mr. DEROSA. Again, just looking at it for the first time, at the
bottom of the first page it is discussing our prime-plus product;
prime-plus provides U.S.-based hedge fund risk-based margin lend-
ing.

Senator LEVIN. Right.

Mr. DERosA. With all the benefits of traditional prime brokerage,
including insurance wrapper.

Senator LEVIN. Is that your swap lending to achieve yield en-
hancement?

Mr. DEROSA. I am not sure exactly which product that is. I
apologize. But, again, what I am suggesting is that the letter deals

1See Exhibit No. 22 which appears in the Appendix on page 242.
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with other aspects that are advantageous to the client in addition
to the dividend enhancement.

Senator LEVIN. Well, you are selling a lot of things in this letter.
You are promoting a lot of things. One of the things you are pro-
moting is a swap and security lending vehicle for achieving yield
enhancement. Are you promoting it for anything else other than
achieving yield enhancement? Just take a look at the paragraph.
It says “Dividend Enhancement Solutions. We have a variety of so-
lutions using swap and securities lending vehicles for achieving
yield enhancement.” Do you list anything else there that you are
using swap and securities lending vehicles other than for that?

Mr. DERosA. That paragraph does not. It references the dividend
enhancement feature associated with swaps and security lending
transactions.

Senator LEVIN. All right. Ms. Leung, did Deutsche Bank engage
in swap or stock loans transactions for the principal purpose of
avoiding U.S. dividend withholding tax?

Ms. LEUNG. We did not.

Senator LEVIN. All right. Now, take a look at Exhibit 31.1 On Ex-
hibit 31, where it says, “We are in the process of determining
hedge fund demand for ‘All In’ enhancement to clients for our pro-
prietary trades,” does that relate to dividend enhancement?

Ms. LEUNG. This would relate to dividend enhancement. How-
ever, I will note that we did not actually, to the best of my knowl-
edge, engage in any activity that came off of this memo.

Senator LEVIN. So you determined there was no demand?

Ms. LEUNG. We determined that this was not something that we
wanted to market to our clients and actually discouraged any mar-
keting documents with regards to the Microsoft dividend.

Senator LEVIN. Did you hear Mr. Wolf on the prior panel testify
that Deutsche Bank marketed dividend enhancement swaps to
them? Did you hear him say that?

Ms. LEUNG. Yes, I did hear that.

Senator LEVIN. He was under oath.

Ms. LEUNG. Yes.

Senator LEVIN. You are under oath.

Ms. LEUNG. I understand.

Senator LEVIN. Do you disagree with him?

Ms. LEUNG. We market swaps to clients for a variety of rea-
sons

Senator LEVIN. No. I am saying for dividend enhancement.

Ms. LEUNG. Dividend

Senator LEVIN. That is what he testified to. Did you market divi-
dend enhancement swaps to them?

Ms. LEUNG. Sure, well, to——

Senator LEVIN. Pardon? The answer is “sure,” or your answer
is—

Ms. LEUNG. No. To address both of your questions separately,
first regarding this document, this is regarding Microsoft, and in
the case of Microsoft, we did not market the Microsoft transaction.
In fact, under our New York swaps desk, we did a total of 500,000
shares worth of swaps during the time of Microsoft, which is a very

1See Exhibit No. 31 which appears in the Appendix on page 265.
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de minimis amount in the context of our business, as well as had
trading parameters around making sure that there was investment
intent with those trades.

With regards to selling our product and Mr. Wolf’s comments be-
fore, our swaps are marketed for a variety of reasons, for
counterparties who want long exposure and who want short expo-
sure, for those who have onshore and offshore entities, and a vari-
ety of reasons including and most primarily leverage, as well as
protecting clients’ market strategies and global market access.

Senator LEVIN. Now, did Deutsche Bank market dividend en-
hancement swaps

Ms. LEUNG. We marketed

Senator LEVIN [continuing]. For—all those other purposes you
just listed. But did you ever market swaps for dividend enhance-
ment?

Ms. LEUNG. We did market swaps with dividend enhancement as
part of one of the many other factors for doing swaps.

Senator LEVIN. Did you ever market swaps primarily for divi-
dend enhancement?

Ms. LEUNG. No, we did not.

Senator LEVIN. And so when Mr. Wolf said that Deutsche Bank
marketed dividend enhancement swaps to them, you are saying
that that was never the primary purpose that you marketed them
for?

Ms. LEUNG. To the best of my knowledge, yes.

Senator LEVIN. Would you have knowledge if you had done that,
if your firm had done that, if the bank had done that? Would you
be aware of it if Deutsche Bank did that?

Ms. LEUNG. Yes, I would be, and to the best of my knowledge,
we market swaps for many reasons, and

Senator LEVIN. But never primarily for dividend enhancement. Is
that what you are telling us, under oath, that your bank never
marketed swaps primarily for dividend enhancement. Is that what
your testimony is?

Ms. LEUNG. We do not market swaps primarily for dividend en-
hancement.

Senator LEVIN. And never have?

Ms. LEUNG. I can’t speak to the lifetime of my firm.

Senator LEVIN. While you were there?

Ms. LEUNG. While I was there, correct.

Senator LEVIN. You never did that?

Ms. LEUNG. We did not—we did not market swaps primarily for
dividend enhancement.

Senator LEVIN. OK, good. And how long have you been there?

Ms. LEUNG. Since 2002.

Senator LEVIN. Thank you.

Mr. DeRosa, could you take a look at Exhibit 19?1

[Pause.]

Senator LEVIN. Are you familiar with this document?

Mr. DEROSA. Yes, I am.

Senator LEVIN. OK. Now, this is an internal review document, as
I understand it, a briefing paper that was devoted to dividend en-

1See Exhibit No. 19 which appears in the Appendix on page 229.
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hancement and what the exposure would be of that enhancement.
Is that fair?

Mr. DEROSA. That is fair.

Senator LEVIN. And it lists Lehman Brothers’ yield enhancement
product and has a chart estimating the amount of dividends af-
fected by each product, the amount of “withholding tax risk” that
the company thinks it might face if the IRS rules against these
products. It even has a description and diagram of a stock loan
transaction used for yield enhancement.

Now, is it fair to say that the reason that Lehman Brothers pre-
pared this document is in order to market yield enhancement prod-
ucts and to look at what the potential risks would be of that use
in that market? Is that correct?

Mr. DEROSA. No. This document did not have to do with mar-
keting. This, as you indicated initially, was an internally prepared
document, shared internally, designed to assess the different poten-
tial risks on the transactions.

Senator LEVIN. Of engaging in those transactions?

Mr. DEROSA. Correct.

Senator LEVIN. OK. So you were looking in some detail at the ex-
posure to you of these transactions. Is that correct?

Mr. DEROSA. The person who prepared this document, who was
not familiar in detail with all these businesses, was—with all these
products, rather, was trying to craft a high-level assessment.

Senator LEVIN. Do you know who prepared this document?

Mr. DEROSA. Yes.

Senator LEVIN. Who was that?

Mr. DEROSA. Ian Maynard.

Senator LEVIN. OK. Why would you do this kind of an analysis
if you were not marketing these products?

Mr. DERoSA. What I think he was trying to give information on
was around Lehman Brothers’ risk profile. Maybe I am missing
your use of the word “marketing,” but

Senator LEVIN. You were engaged in these products, you were in-
volved in these products.

Mr. DERosA. Correct.

Senator LEVIN. And your involvement was in products which en-
hanced the yield of dividends. Is that correct?

Mr. DEROSA. Correct.

Senator LEVIN. Through the use of swaps.

Mr. DEROSA. And stock loans?

Senator LEVIN. And loans.

Mr. DEROSA. Correct.

Senator LEVIN. And so this was looking at what the risks were
of doing that?

Mr. DERosA. Correct.

Senator LEVIN. But you were doing that despite these risks?

Mr. DEROSA. The risk was created due to the vacuum in which
we were operating as far as guidance is concerned, so at Lehman
Brothers, we measure the risk across all of our transactions, and
these are no exception. So what this document was appreciative of
is the fact that the IRS had indicated that they might have a con-
cern with the characterization of these transactions, and, therefore,




43

what we were trying to do here was to create an indication of what
the total maximum possible could be, much like

Senator LEVIN. What was that total maximum possible?

Mr. DEROSA. I am not sure what the total maximum was be-
cause this document is fundamentally incorrect in assessing the
risk. What I can tell you is that the examination in which we are
involved by the IRS has generated a much smaller number.

Senator LEVIN. What is that number?

Mr. DEROSA. Roughly ten and a half million across the 2004-05
period.

Senator LEVIN. What period?

Mr. DERoSA. For 2004 and 2005.

Senator LEVIN. And before that?

Mr. DERoOsSA. We did not measure that pursuant to the IRS
exam. The audit is restricted to those 2 years.

Senator LEVIN. And did you do any subsequent to that?

Mr. DEROSA. Subsequent to 2005, we have not taken the detailed
review, but we have done a fair amount of work around 2006 and
2007, and transactions that remotely, I think, replicate the trans-
action as described in the Subcommittee report probably generate
several hundred thousand dollars of dividends.

Senator LEVIN. OK. Take a look, if you would, Mr. DeRosa, at
Exhibit No. 12.1 This is an email from Mr. Demonte to Elizabeth
Black. They are both Lehman Brothers employees, as we under-
stand it. And here is what it says, that “the spread sheet contains
long positions for Highbridge which we currently buy into a swap
to enhance their yield for dividends.” Is that accurate?

Mr. DEROSA. That is what it says.

Senator LEVIN. Are you familiar with this?

Mr. DEROSA. I have seen this document in my preparation.

Senator LEVIN. All right. So this spread sheet, then, looks at
Highbridge stocks which Lehman Brothers currently buys into a
swap to enhance their yield for dividends. That is the stated pur-
pose. Is that correct? There is no other purpose stated for that
swap except to enhance their yield for dividends. Is that correct?

Mr. DEROSA. There is no other purpose stated in this email. That
is correct.

Senator LEVIN. And do you have any other document which
shows there was any other purpose for that particular swap?

Mr. DERoOSsA. I do not.

Senator LEVIN. OK. Could you take a look, if you would, Mr.
DeRosa, down at the page number at the bottom 33324.

Mr. DEROSA. Which tab?

Senator LEVIN. This is Exhibit 18.2 Now, if you take a look at
this exhibit, in the second paragraph—do you have it in front of
you now?

Mr. DERoOsA. I do.

Senator LEVIN. It says that the CFD—and that is a swap prod-
uct—is usually used for yield enhancement purposes. And that is
a Lehman Brothers swap product, right?

Mr. DEROSA. CFD, yes.

1See Exhibit No. 12 which appears in the Appendix on page 218.
2See Exhibit No. 18 which appears in the Appendix on page 228.
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Senator LEVIN. Is that Lehman Brothers?

Mr. DERosA. CFD is a general term, not specifically Lehman
Brothers. But, yes, it is a Lehman Brothers product.

Senator LEVIN. But you are referring here to the Lehman Broth-
ers CFD, right?

Mr. DEROSA. I believe that is what he was referring to.

Senator LEVIN. Well, take a look at the previous paragraph. It
says the Lehman Brothers CFD, right?

Mr. DERosA. Correct.

Senator LEVIN. OK. So we are talking about a Lehman Brothers
CFD and it is usually used for yield enhancement purposes. Is that
an accurate reading of your document?

Mr. DERoOSA. That is an accurate reading.

Senator LEVIN. So you have this product, which is usually used
for yield enhancement. None of those other reasons are specified.
Is that correct?

Mr. DEROSA. You have got a salesperson drafting a document
here to one of his clients, and that is the purpose that he is indi-
cating in this document.

Senator LEVIN. Is he using any other purpose beside yield en-
hancement in this document?

Mr. DEROSA. No, not in this document.

Senator LEVIN. So is that anything other than marketing this
particular product for yield enhancement purposes? What is this
othe?r than marketing for yield enhancement purposes in this situa-
tion?

Mr. DEROSA. I am not trying to debate the——

Senator LEVIN. Well, I am not trying to debate. I am trying to
get a straight answer from you. What other reason is given in this
document, and is this not a marketing document?

Mr. DEROsSA. He gives no other reason in this document to the
person with whom he is communicating for doing the transaction
other than yield enhancement.

S;}nator LEVIN. And is it a marketing document, would you not
say?

Mr. DEROSA. I wouldn’t necessarily call it a marketing document,
but that is fine. I don’t object to that.

Senator LEVIN. Mr. Berke, take a look at Exhibit 27,1 if you
would.

This is an August 9, 2004, email from Daniel Brennan to Alan
Thomas, both Morgan Stanley employees. It says, “Spoke again”—
are you with me.

Mr. BERKE. Yes.

Senator LEVIN. Do you see where I am reading from?

Mr. BERKE. Yes.

Senator LEVIN. “Spoke again with Bill Scazzero who works on
Moore’s,” which is a hedge fund, “trading desk, to ascertain useful-
ness of the Microsoft total equity swap for Moore Capital. Bill in-
formed me that Morgan Stanley and Moore Capital frequently
transact such swaps to maximize returns given offshore status and
dividend withholding issues.”

Now, that is a Morgan Stanley document, right?

1See Exhibit No. 27 which appears in the Appendix on page 259.
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Mr. BERKE. Yes.

Senator LEVIN. It is a contemporaneous document. Do you have
any reason to say that it is inaccurate, that there were not fre-
quent transactions using such swaps to maximize returns given off-
shore status and dividend withholding issues? Do you have any
reason to say that is an inaccurate statement in August 2004?

Mr. BERKE. No.

Senator LEVIN. These are Morgan Stanley employees emailing
each other. Is that accurate? Daniel Brennan to Alan Thomas.

Mr. BERKE. Yes, these are Morgan Stanley employees.

Senator LEVIN. All right. Mr. Berke, let me ask you about your
Cayman Islands operation. Do you employ folks in the Caymans?

Mr. BERKE. Not to my knowledge, no.

Senator LEVIN. If you will take a look at Exhibit 29.1

Mr. BERKE. Yes, Senator.

Senator LEVIN. All right. Before I ask you specifically about that
document, in your opening statement, Mr. Berke, you testified that
between 2000 and 2007, Morgan Stanley Cayman and Morgan
Stanley International U.K. paid about $2.4 billion in substitute
dividends as a result of stock loans involving U.S. dividend-paying
securities. The Subcommittee understands that about 49 percent,
or $1.6 billion of that, was from your Cayman Islands entity.

If U.S. withholding taxes on those dividends had been collected
at the 30-percent rate, the amount would total approximately $300
million. However, no withholdings were collected because Morgan
Stanley took advantage of an IRS notice and inserted a Cayman Is-
lands shell company into this transaction, and as a result, Morgan
Stanley did not withhold any of the dividend payments.

So far am I accurate?

Mr. BERKE. Yes, by complying with IRS Notice 97-66

Senator LEVIN. No, but is my statement, what I just read, totally
accurate in its total? Do you have any disagreement with what I
just read to you about your opening statement?

Mr. BERKE. No.

Senator LEVIN. OK. Now, you said that you have no folks in the
Caymans, and now you are looking at Exhibit 29, which says that
Caygo—and Cayco is your company in the Caymans. Is that cor-
rect?

CMI‘. BERKE. Yes. It has a longer name, but we refer to it as
13 ayco'”

Senator LEVIN. OK. It is a thinly capitalized company, cannot ab-
sorb losses, and it should never hold long stock positions. Is that
correct?

Mr. BERKE. Yes, it is.

Senator LEVIN. It also says that it must not enter into stock lend-
ing arrangements directly with MSIL. Who is that?

Mr. BERKE. That is the former name of our U.K.-registered
broker-dealer.

Senator LEVIN. OK. Surplus cash in Cayco must not be lent to
any affiliate or entity in the United States without the approval of
the tax department. If it enters into derivative transactions, dis-
pensation should always be obtained from the law and compliance

1See Exhibit No. 29 which appears in the Appendix on page 262.
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department. It may not sell stock positions to U.S. institutional in-
vestors. It may not enter into stock lending transactions with any
U.S. counterparties. It may not purchase securities from any per-
son in the United States. It may not enter into derivative trans-
actions with any U.S. person. It may not carry out repo trans-
actions with any U.S. person. It may not source collateral from MS
& Company. It may not lend U.S. equities against cash collateral
unless the cash is equal to 200 percent. It may not carry out advi-
sory business. It may not invest in futures.

What can it do?

Mr. BERKE. With respect to the United States, it primarily en-
gages in stock lending activity of U.S. stocks.

Senator LEVIN. All right. That was its purpose?

Mr. BERKE. That is the primary purpose that I am aware of that
the vehicle is used for.

Senator LEVIN. Now, is it fair to say that is a shell corporation,
in common parlance?

Mr. BERKE. That is a fair estimate, yes.

Senator LEVIN. Mr. DeRosa, Lehman Brothers has a Cayman fa-
cility that it has used to run two stock loan transactions. Does Leh-
man Brothers have people working in the Cayman Islands?

Mr. DERosA. No, we do not. Just to clarify, the Cayman Islands
operation is a branch of our Hong Kong entity.

Senator LEVIN. That is Lehman Brothers’ Hong Kong entity?

Mr. DEROSA. Correct.

Senator LEVIN. Can I call it Lehman Brothers without any mis-
understanding?

Mr. DEROSA. Sure.

Senator LEVIN. OK. Is that location in the Caymans still used to
transact stock loans involving U.S. dividend-paying securities?

Mr. DEROSA. I believe it is.

Senator LEVIN. Ms. Leung, in 2004, Deutsche Bank Limited
began to use a facility in the Isle of Jersey to transact stock loans
using U.S. securities. According to an internal Deutsche Bank ap-
plication seeking approval for those transactions, the reason for the
proposed transaction and its location was so Deutsche Bank could
insert a “non-U.S. treaty entity” in its stock loan transactions to
avoid dividend withholding and lower its stock loan pricing to
match its competitors.

Is that the case, that Deutsche Bank set up this program in the
offshore jurisdiction of Jersey to exploit the IRS rule on substitute
payments and avoid the withholding tax on dividends, thereby gen-
erating a bigger return on the transactions?

Ms. LEUNG. It is true that we started trading through our Jersey
entity. We did not feel that it was to exploit, but we felt it was
legal, perfectly legal under Notice 97-66.

Senator LEVIN. All right. To utilize that rule.

Ms. LEUNG. Yes.

Senator LEVIN. Except for that word—and I will say “utilize” in-
stead of “exploit”—was what I read to you accurate?

Ms. LEUNG. Yes, it is accurate.

Senator LEVIN. Part of the desire to be more competitive, to
match its competitors, as I said, in order to match the substitute
dividend payments for stock loans and avoiding the withholding
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tax on those substitute dividends to the extent that your competi-
tors were doing it. Is that correct? You wanted to be competitive
with your competitors in that area.

Ms. LEUNG. What we were trying to be competitive with was on
the ability to bid on pools of stocks available for lending. We did
not enter into any of these transactions with hedge funds. The pri-
mary purpose of this in order to be competitive with pricing was
to tap into the pools of stock loan available through institutions
where, when bidding on those securities and paying a fee to those
institutions, a portion of those securities would be U.S. securities.
And under Notice 97-66, we felt we could be more competitive in
our pricing in order to win those pools of securities.

Senator LEVIN. In order to be more competitive on your pricing,
you would, like your competitors, need to avoid the withholding on
those dividends. Is that correct?

Ms. LEUNG. We would need to not be subject to the 15-percent
withholding that we would have been subject to.

Senator LEVIN. And you used Notice 97-66 to avoid the taxes. Is
that correct?

Ms. LEUNG. We used Notice 97-66 because we felt that was with-
in the letter of the law.

Ser‘l?ator LEVIN. Right, and that would help you avoid those
taxes?

Ms. LEUNG. Notice 97-66 would keep us from being withheld on
those dividends.

Senator LEVIN. Ms. Leung, Deutsche Bank told the Sub-
committee staff that approximately 98 percent of the loans trans-
acted through the Deutsche Bank Jersey entity involve U.S. divi-
dend-paying securities. Are you aware of that?

Ms. LEUNG. I am not intimately familiar with it, but, please, 1
will try to answer your question.

Senator LEVIN. Do you disagree with that?

Ms. LEUNG. No, I don’t disagree.

Senator LEVIN. It also reported that in 2007 alone, DBIL en-
gaged in stock lending transactions involving U.S. dividend-paying
securities with a notional value of over $30 billion. We have asked
Deutsche Bank to supply us the amount of dividends paid as a re-
sult of those $30 billion worth of loans, and when are we going to
get this information from you?

Ms. LEUNG. I have that information for you now. Again, if these
transactions were subject to withholding from the periods 2004 to
2007, that amount would be $27 million.

Senator LEVIN. OK. Would you submit to the Subcommittee the
way in which you reached that result? Not now, but would you for
the record submit to us your computations which led you to the $27
million figure?!

1 Counsel to Deutsche Bank provided the Subcommittee with a letter dated September 29,
2008, explaining that the $27 million figure “was derived from an analysis of data reflecting
stock lending transactions and forward contract transactions involving the DBIL entity . . . in
which securities were held ‘for 21 days or less, where such a time period covered a dividend
record date of the securities[.]”

The Subcommittee advised Deutsche Bank that the request for the approximate amount of
total withholding taxes avoided through dividend enhancement, yield enhancement, or other
transactions that had the reduction of withholding tax as a primary purpose was not limited
to transactions with a duration of 21 days or less. The Subcommittee asked Deutsche Bank to

Continued
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Ms. LEUNG. Yes, we can do that.

Senator LEVIN. Ms. Leung, why did Deutsche Bank conduct its
stock loan business on U.S. securities with entities in 15-percent
tax jurisdictions from the Isle of Jersey?

Ms. LEUNG. I am not intimately familiar with that business, but
for these pools of—for these securities lending pools, these were
bids for international securities, and that was run out of our Lon-
don office.

Senator LEVIN. Was that to take advantage of Notice 97-66?

Ms. LEUNG. I do not believe

Senator LEVIN. Was that utilizing that regulation?

Ms. LEUNG. It utilized the regulation, yes.

Senator LEVIN. All right. Let me ask you, Mr. DeRosa. Lehman
Brothers established tax risk limits for all of the swap and stock
loan transactions that you used for dividend enhancement pur-
poses, the Cayman stock loan transactions had a $25 million an-
nual limit, which was later raised to $50 million. Why did you set
a tax risk limit?

Mr. DEROSA. It goes back to not having clear guidance around
the products.

Senator LEVIN. All right. Was that tax guidance from the IRS,
you mean?

Mr. DEROSA. Yes.

Senator LEVIN. And, Mr. Berke, did Morgan Stanley set any tax
risk limits on any dividend enhancement transactions involving
U.S. dividend-paying securities?

Mr. BERKE. Yes, there is a risk limit on a type of equity swap
done out of London.

Senator LEVIN. That is it?

Mr. BERKE. That is the only tax limit that I am aware of.

Senator LEVIN. And did Deutsche Bank have any tax risk limits,
Ms. Leung?

Ms. LEUNG. We did not have any risk limits.

Senator LEVIN. All right. And what about indemnity agreements?
First of all, Lehman Brothers, Mr. DeRosa, did you have indemnity
agreements?

Mr. DEROSA. My understanding is that there are standard in-
demnity agreements found both in the ISDA contract governing
swaps and the OSLA contract governing securities lending. In addi-
tion to that, when specifically asked by several clients with respect
to our stock lending activities, we did provide further documenta-
tion, which basically provided more specificity around the indem-
nification that is found in the OSLA.

provide the total amount of withholding taxes avoided through transactions conducted through
DBIL.

On October 30, 2008, counsel for Deutsche Bank responded with the following information
encompassing transactions from October 2004, when DBIL commenced operations, through the
end of 2007:

“[Tlhe total hypothetical estimated withholding figure for all DBIL transactions of any
tenor [is] $97,349,757.24. . . . $27,819,148.73 of this total is due to transaction where a posi-
tion was held for 21 days or less. Another $8,479,821.51 is from transactions of more than
21 days and fewer than 30 days. And the bulk of this total, $61,050,787, is due to trans-
actions where a position was held for 30 days or more. Deutsche Bank does not believe that
a transaction where a counterparty holds a position for a month or longer over a dividend
record date is one that necessarily ‘has as a primary purpose the reduction, minimization,
or elimination of withholding tax liability.””



49

Senator LEVIN. Further documentation that had greater speci-
ficity. Would that say that the customer wanted to be clearer in
terms of indemnity?

Mr. DERoOSA. I think it does mean that the client wants more
guidance than the standard language that is found in the OSLA.
That is relatively broad. I think the wording is all encompassing,
but I think in certain instances clients would like a more granular
documentation.

Senator LEVIN. And would that granularity, speaking with great-
er clarity, mean specific indemnity for substitute payments?

Mr. DEROSA. The indemnity provides that the counterparty
would be not held liable if there were a withholding tax imposed
at a later date.

Senator LEVIN. On those substitute dividends?

Mr. DEROSA. Correct.

Senator LEVIN. Let’s see. Did I ask you, Mr. Berke about the in-
demnity?

Mr. BERKE. Not yet. [Laughter.]

Senator LEVIN. I would not want to leave you out. Did you issue
indemnity agreements?

Mr. BERKE. In connection with our Notice 97-66 business, we
have issued a handful of indemnities to order placers acting in a
fiduciary capacity on behalf of investment clients.

Senator LEVIN. Ms. Leung, did your bank issue indemnity agree-
ments?

Ms. LEUNG. We did not.

Senator LEVIN. OK. Finally, let me ask the three of you: UBS has
halted and Merrill Lynch has suspended stock loan programs that
use entities in offshore tax havens for the purpose of utilizing that
IRS notice. Do any of your companies plan to take any similar type
of action? Mr. DeRosa, do you know of any plans by your company?

Mr. DEROSA. Not to the best of my knowledge.

Senator LEVIN. Mr. Berke.

Mr. BERKE. Not to the best of my knowledge.

Senator LEVIN. Ms. Leung.

Ms. LEUNG. Not to the best of my knowledge.

Senator LEVIN. OK. Thank you for your appearance here today,
and I appreciate your testimony.

We are going to take a 5-minute break.

[Recess.]

Senator LEVIN. We will come back to order.

Let me welcome our final witness, Hon. Doug Shulman, Commis-
sioner of the IRS.

Commissioner Shulman, I want to thank you for being here. 1
want to welcome you back to the Subcommittee. You have testified
before this Subcommittee before on tax haven banks and U.S. tax
compliance, and we very much appreciate your being with us today.
I know you are familiar with our rule that we have to swear in all
of our witnesses, and so I would ask you to stand and please take
the following oath: Do you solemnly swear that all the testimony
you will give before this Subcommittee will be the truth, the whole
truth, and nothing but the truth, so help you, God?

Mr. SHULMAN. Yes.
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Senator LEVIN. Thank you so much, and I think you know our
rule in terms of timing, and so we will just turn it right over to
you directly for your testimony.

TESTIMONY OF HON. DOUGLAS SHULMAN,! COMMISSIONER,
INTERNAL REVENUE SERVICE, WASHINGTON, DC

Mr. SHULMAN. Thank you, Chairman Levin, and good morning.
I want to thank you for the opportunity to appear before you today
to discuss an issue of great interest both to the Internal Revenue
Service and this Subcommittee: The practice of using certain finan-
cial instruments to reduce or eliminate the U.S. withholding tax
that applies to payments of dividends on U.S. stocks to foreign per-
sons.

Let me reiterate what I told you previously: That I have made
international issues a top priority for the IRS during my 5-year
term as Commissioner. I am only 5 months into that term, but I
am committed to aggressively pursue enforcement actions where
taxpayers use the complexities of international commerce to cir-
cumvent their duties under the law.

I also want to tell you that I am personally focused on these
issues and am in the process of shifting more resources to the fi-
nancial markets in international arenas.

Let me also just reiterate the appreciation that I and everyone
at the IRS have for the support of the Members of this Sub-
committee and, commend you and your staff for your excellent
work. You really do great work, and it helps us out quite a bit in
doing our job.

In my limited time this morning, I would like to make a few
points about securities lending and equity swaps, and the extent to
which such transactions are being used as a means of avoiding the
withholding tax on dividends paid to foreign persons.

Before going into my testimony, I must start by saying that, as
you know, taxpayer confidentiality laws preclude me from dis-
closing information relating to specific taxpayers or specific audits.
Accordingly, I will not be able to comment or respond to questions
on any specific facts that have been reported by the Subcommittee
or other witnesses.

Our statutory and regulatory framework in this area, which in-
cludes both legislation and administrative guidance, would objec-
tively be called “a patchwork.” Dividends in the cash market are
taxed at 30 percent, with a 30-percent withholding tax. By con-
trast, capital gains earned by foreign persons on these same stocks
are generally exempt from U.S. tax by statute. In addition, most
forms of interest paid to foreign persons are not subject to U.S. tax.
And at the same time, income earned by foreign residents with re-
spect to total return swaps are generally considered to be exempt
from U.S. tax. With that as a background and recognizing this
patchwork, let me connect the dots for the Subcommittee on the
IRS’s approach and strategy in this area.

First, the IRS has numerous active investigations of the types of
transactions that we are discussing today. In these types of large
complex audits, our investigations lag behind the tax years. For in-

1The prepared statement of Mr. Shulman appears in the Appendix on page 94.
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stance, the current examinations that we have open generally focus
on years 2004 to 2006, but we also have investigations open in
years before that. As you know, we do not receive 2007 corporate
tax returns until later this month. However, if some of the type of
information in your report plays out as we look at current or later
years, we would have serious concerns and investigate the issues
thoroughly.

Examinations in this area are extremely complex, often involving
multiple taxpayers, some of whom are foreign citizens located out-
side the United States. As we discussed when I was here before,
when we have foreign citizens and entities outside the United
States, it can be harder for us to get there on our investigative re-
sources, and we talked about some potential solutions like extend-
ing the statute of limitations.

In the course of our examinations, we have issued numerous in-
formation document requests, requesting information related to
suspicious transactions. Depending on the nature of the request,
we look for emails, other documentation, and we also take testi-
mony. As I noted before, these are extremely complex investiga-
tions, and they are still ongoing.

And while we are seeing some financial institutions whose swaps
and securities lending business is structured for bona fide business
purposes, we are also seeing some fact patterns that are troubling.
I cannot comment on the specifics of the ongoing investigations, but
I can tell you that where we see transactions that we believe are
abusive, under my tenure at the IRS we will challenge them.

As I said before, the Subcommittee staff has done excellent work
in producing this report. There is one aspect of the report, however,
that is troubling to me. The report may leave the reader with the
impression that the IRS is reluctant to challenge financial institu-
tions on tax matters. The report references the so-called Wall
Street rule.

Let me state very plainly and unequivocally that where the facts
are favorable for the government, we will challenge sham trans-
actions that have no economic purpose other than tax avoidance.

On the policy front, we are aware that some companies believe
there is a loophole in Notice 97-66 which allows them to structure
securities lending deals that avoid all withholding on the payment
of dividends. As you know, Notice 97-66 is 10 years old. I agree
that Notice 97-66 should be reviewed to determine if it can be
modified in such a way as to retain the original intent. I have
asked the IRS staff to work with the Treasury Department on this
analysis.

As the Nation’s tax administrator, I always welcome dialogue on
better ways to run our system of taxation. As we look at this no-
tice, however, we also have to recognize that it opens broader eco-
nomic policy issues, and we will need to consider how it fits into
our patchwork of taxation for the capital markets.

Regardless, you should rest assured, Mr. Chairman, that on my
watch, the IRS will aggressively pursue financial institutions who
are using the complexity of the global capital markets to avoid pay-
ing the taxes that they owe.
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Thank you for the opportunity to appear today. I appreciate the
support that your Subcommittee has given the IRS over the years,
and I am happy to respond to questions.

Senator LEVIN. Thank you very much, Commissioner.

This has been going on for 10 years. You have only been there,
I guess, half a year—how many months have you been there?

Mr. SHULMAN. Five months.

Senator LEVIN. Five months. We basically have heard for 10
years, not from you but from other folks at the IRS, that this is
troubling; they are reviewing particularly Notice 97—66.

Now, if you are sitting out there and you are a taxpayer in this
country and you are paying your taxes, including taxes on divi-
dends that you are receiving from companies, and then folks over-
seas who are receiving dividends who are supposed to be paying
taxes on those dividends are using these gimmicks to avoid paying
taxes, and it was clearly not intended that they be able to avoid
paying taxes on dividends because we have a withholding require-
ment—which has got teeth in it, but they have avoided it through
these gimmicks which you know about and have heard about again
this morning, why not just end it? I know the policy arguments.
Those policy arguments will rage until someone resolves those pol-
icy arguments. And I take it you have participated in policy discus-
sions about this issue. Is that a fair statement?

Mr. SHULMAN. Only very recently.

Senator LEVIN. Only very recently.

Mr. SHULMAN. Yes.

Senator LEVIN. But there are policy discussions which are raging
around this issue, I assume, within the IRS and in the Treasury.
Is that a fair statement?

Mr. SHULMAN. I think everyone is aware there are policy issues.

Senator LEVIN. This hearing is not into the policy issues. We will
let the Finance Committee and others have that debate. This is a
question of enforcing our tax laws. They are not being enforced. It
is very simple. It is very clear. They are not being enforced. We
heard it here very clearly this morning. They are clearly not being
enforced on the stock loans, where everyone acknowledges that
that regulation was not intended to allow for the avoidance of taxes
when it comes to the stock loans which we heard described. But
then you have got these phony stock sales that then are used as
part of a swap transaction to avoid the tax on dividends where
swaps are used.

Now, why can’t we just simply modify Notice 97-66? You have
acknowledged this morning its purpose is being obviated. I know
there are policy issues involved, but why not change the regula-
tion? It is acknowledged that its purpose is being circumvented, so
why not change it?

Mr. SHULMAN. You brought up a few things there. Let me first
say, if I were a financial institution testifying before you, I would
sit up here and be assertive and claim my view of the tax law. I
think the IRS may have a view that is different from some of the
things you have heard.

Senator LEVIN. Not on Notice 97-66.

Mr. SHULMAN. Well, second is we have a number of ongoing in-
vestigations. On the spectrum of rules that are easy to enforce or
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not, I would say Notice 97-66 happens to be one of the more dif-
ficult ones, and that is why I acknowledge and agree with you, and
have asked the staff to start looking to see if there is a way to mod-
ify it with the current Treasury. And clearly, we are also going to
have to have this discussion with the next Administration.

But I do not think companies should take comfort, and I do take
issue with the notion that we are not being aggressive and actively
looking at these situations. As I said, we have open investigations,
some of which are in the years you have looked at. All the things
in this report are not things that are going to go unnoticed. We are
going to push on this very hard.

As you noted, I am 5 months into my term, and I think our staff
clearly understands that I think we should be aggressive about this
and make sure people are not circumventing the law.

Senator LEVIN. Well, you heard Professor Avi-Yonah say that he
heard a tax professional call these dividend enhancement trans-
actions an “approved loophole.” What is your reaction to that?

Mr. SHULMAN. My reaction is for the current transactions that
are under investigation in the future, which are the ones that I can
influence on my watch. If I were a taxpayer, I certainly would not
take comfort that the IRS is not going to challenge them.

Senator LEVIN. And you say that the so-called “Wall Street Rule”
that says if financial firms do certain transactions for years, claim
they are tax free, and the IRS does not object, that the IRS loses
th? ?authority to challenge that transaction. You challenge that
rule?

Mr. SHULMAN. I do challenge that rule. I think there has been
no private letter rulings on this, which gets you a little further
down the road. Also, as we have talked about in other hearings, I
think you would agree that over the last 6 months the IRS record
of aggressively targeting international transactions, taking a hard
run at the QI program, and using our John Doe summons author-
ity, has shown improvement. These are all things that had not
been done before, and I think the IRS is at least showing, since I
have been here, an aggressive stance. If I were a prudent taxpayer,
I would not take comfort in the notion of the Wall Street rule—that
if we have not looked at something before, we therefore think it is
not within the law, and will not look at it now or in the future.
A prudent taxpayer should not take comfort with that.

Senator LEVIN. Here is the testimony of Mr. DeRosa, which I
think you heard this morning: “Most, if not all, of the major Wall
Street investment banks and commercial banks engage in equity
swap and stock loan transactions referencing U.S. underlying equi-
ties with non-U.S. counterparties. Over the last 15 years, numerous
commentators in widely respected taxation journals have addressed
the withholding tax consequences of equity swaps similar to those
offered throughout Wall Street, including articles by the current
chief of staff for the Joint Committee on Taxation and his former
law firm. In 1998, a Notice of Proposed Rulemaking was published
in the Federal Register that expressly addressed the same issue. It
said, ‘Treasury and the IRS are aware that in order to avoid the
tax imposed on U.S. source dividends . . . some foreign investors
use notional principal contract transactions based on U.S. equities
. . . Accordingly, Treasury and the IRS are considering whether
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rules should be developed to preserve the withholding tax with re-
spect to such transactions.””

Now, according to this testimony, that is 1998—so, in other
words, 10 years ago. So now the Treasury and the IRS have been
aware for 10 years because they said they were aware back in
1998.

If you are aware of something for 10 years and do nothing about
it, why would you expect any other reaction on the part of this
business other than to just pile on, keep on using it, keep on cost-
ing the Treasury and the IRS billions of dollars over these 10
years? Why would you expect any other reaction except that this
is, in the words of the tax professional, an “approved loophole”?
Isn’t that a kind of normal reaction after 10 years?

Mr. SHULMAN. Well, I cannot speak to people’s reactions. What
I can tell you is clearly, as I said before, some of the testimony you
heard today was people justifying transactions. As you know, the
tax code is four times as long as “War and Peace,” and they picked
?ut a nice sentence to give them comfort, which might be false com-
ort.

We have a number of investigations underway. Some of the stock
lending under Notice 97—66 presents to us real questions about the
substance of the underlying corporation. In swaps, we have inves-
tigations underway in the broadest terms on some of the kinds of
things you have looked at, crossing in, crossing out only for tax
avoidance purposes.

And so the notion that a lot of experts have opined on this in the
past, again, I would not, if I were a firm, take false comfort in that.
The IRS is looking at these issues and is going to be aggressive.

Senator LEVIN. I am not talking about the number of experts. I
am talking about the Notice of Proposed Rulemaking of the IRS.
That is your own statement. This is an expert’s—not yours, the
previous IRS Commissioner. “Treasury and IRS are aware that in
order to avoid the tax imposed on U.S. source dividends . . . some
foreign investors use notional principal contract transactions based
on U.S. equities . . . Treasury and the IRS are considering wheth-
er rules should be developed to preserve the withholding tax with
respect to such transactions.” Are you still considering it?

Mr. SHULMAN. Well, I think this is the swap

Senator LEVIN. Yes. Are you consider it?

Mr. SHULMAN [continuing]. Issue that you are looking at?

Senator LEVIN. Right. Are you considering whether rules should
be developed to preserve the withholding tax with respect to swap
transactions that are used in the way we have defined very specifi-
cally to avoid withholding? Is that under consideration?

Mr. SHULMAN. I would tell you what you said earlier, that cer-
tainly tax policy is not solely in the purview of the IRS Commis-
sioner. We are, however, actively investigating people who use
swaps potentially in ways that are only meant to avoid the tax law,
and do not really transfer benefits and burdens. I just would not
comment on broader swaps policy.

Senator LEVIN. And what is your policy about dividend enhance-
ment transactions?

Mr. SHULMAN. As you would agree, we do not have broad poli-
cies. I think I, like you, find some of these marketing materials dis-
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tasteful. For us, though, as the administrator of the law, we need
to be fair and look at the rules and enforce them.

So our concern is that when we see people exploiting the tax law,
not meeting the spirit and the letter of the law, not meeting their
tax obligations, we will go after them aggressively.

Senator LEVIN. Are you able to put in writing what the IRS posi-
tion is about dividend enhancement transactions? Could you issue
just a statement as to what your position is?

Mr. SHULMAN. I am not

Senator LEVIN. I think it will have a very salutary effect if you
could do that. First, on swaps, if you could do that, as to when,
from the IRS’s perspective, is it appropriate that a swap be used
which involves a sale which is not a sale, which then shifts the
source. I think that it is reasonable for us to know where you stand
on that practice. And so I am going to ask whether you would pro-
vide that for the country.

Mr. SHULMAN. Yes, I am not going to agree to write a specific
policy on dividend enhancements. I think we are pretty clear that
there is a current swap rule that has been in place since 1991.
With people who try to circumvent that rule, we are going to be
aggressive. We actually have ongoing investigations that are com-
plex and fact specific that I am not going to jeopardize by going fur-
ther and changing policy or discussing that here, which is not
clearly purely under my purview. I think I owe it to the current
and future Treasury Secretary to have this discussion with them.

Senator LEVIN. I am not talking about whether the policy should
be changed. I am talking about what the current policy is.

hMr. SHULMAN. Yes, I think the current policy on swaps is
this

Senator LEVIN. Swaps when used in connection with these phony
sales in order to avoid taxes on dividends from non-Americans.
That is the issue.

Mr. SHULMAN. Oh, I think we have been pretty clear on that, and
I am happy to make sure we continue to be clear.

Senator LEVIN. If you could give us the clear statement for the
record, that would be very helpful.

Mr. SHULMAN. Here is what I am going to do. My biggest concern
is to make sure that we administer the law effectively, and so I
need to talk to the people who have ongoing investigations and
make sure anything we give you is not going to endanger the gov-
ernment’s position in the ongoing investigation so that I can meet
my promise of being aggressive in this area to you.

Senator LEVIN. I accept that. We do not want to jeopardize an
investigation. But you said that the position of the IRS is clear on
that, and I would just like a copy of that clear statement. OK? Is
that fair enough?

Mr. SHULMAN. That is fair. I will give you as clear a statement
as I can get.?

Senator LEVIN. Good. And then, second, on the Notice 97-66 reg-
ulation, since it is clear, I think everyone would agree, that the No-
tice 97-66 regulation has been used in a way that it was not in-
tended, can you say that? And can you be that clear?

1See Exhibit No. 36 which appears in the Appendix on page 304.
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Mr. SHULMAN. I can tell you that certain financial institutions
have interpreted Notice 97-66 to mean that they do not need to
pay dividends if they structure a transaction a certain way. I will
also tell you what I said before about the Wall Street rule, that
people should not take comfort in the notion that if we have not
challenged transactions in the past, we will never challenge them
in the future. I can also commit to you what I said before, that I,
as IRS Commissioner who does not have the sole authority to make
broad policy changes, have instructed our staff to start working
with Treasury to review this notice very closely.

Senator LEVIN. And can you state clearly what the intent was of
Notice 97-66 and what the intent was not?

Mr. SHULMAN. Well, first of all, I was not there when it hap-
pened. But I will tell you what my understanding is. My under-
standing is that it was intended to prevent cascading of dividends,
where there was a lot of confusion in the market that multiple peo-
ple were going to be paying tax on the substitute dividends pay-
ments.

There was a notion that when the lending happened, it would
stay at the bank and the bank would pay the dividend, so that a
taxpayer would pay the tax on the dividend. I think the market has
gotten much more complex and much more sophisticated in deriva-
tives since then, and we potentially have unintended consequences.
But the original intent was to take care of the cascading problem.
4 S?inator LEVIN. And so it was intended that taxes be paid on divi-

ends.

Mr. SHULMAN. I cannot tell you that. What I can tell you is that
the original intent—the reason this notice was issued—was to take
care of the cascading problem.

Senator LEVIN. To avoid multiple tax.

Mr. SHULMAN. Yes. And, again, that was 10 years ago. I am sit-
ting here today, and you have my commitment to take a hard look
at this.

Senator LEVIN. And, finally, should we not under current law
treat dividend equivalent payments the same way we treat divi-
dends, as Professor Avi-Yonah recommends, under current law?

Mr. SHULMAN. I think there are a whole bunch of ways to struc-
ture synthetic transactions to avoid paying dividends on economic
structures that look pretty similar to a dividend being paid. We
have talked about swaps. We have talked about securities lending.
Equity-linked notes under statute, which have nothing to do with
IRS regulation, can be structured in such a way that you can get
money for dividends and a payment for dividend and not pay the
taxes on that same economics. So what I would tell you is that this
country does not have a consistent approach to cash markets
versus derivatives markets and how to take them. That is a subject
worthy of a broader policy debate, and I think it would be rel-
atively irresponsible of me to lay down a stake on it now, since it
involves a whole bunch of other agencies and, clearly, the Congress.

Senator LEVIN. Thank you, Commissioner. I will just conclude
with this statement, that we are dealing here with major financial
players. They presumably do not want to be on the wrong side of
the law. If the IRS tells them to stop, they would stop. So far, the
IRS will not say “Stop.” It won’t say “Go.” So the financial commu-
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nity does not really know if it is on the wrong side of the law or
not. Many of them claim everyone is waiting for the IRS to make
up its mind. After 10 years of mixed signals, the IRS’ failure to say
where it stands, I think it makes a mockery of your mission. And
we need to have your resolution promptly. And if you cannot do it
this year, I hope you can do it by the spring of next year.

Is that a fair request?

Mr. SHULMAN. Yes.

Senator LEVIN. Thank you. We stand adjourned.

[Whereupon, at 12:23 p.m., the Subcommittee was adjourned.]
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T would like to thank Senators Levin and Coleman and the Committee staff for inviting
me to testify today on dividend tax abuse.

1. Introduction.

The United States levies a 30% withholding tax on “fixed or determinable annual or
periodic” (FDAP) income paid from US sources to non-resident taxpayers.' This
withholding tax has been in place since the beginning of the income tax as a way of
ensuring that non-resident taxpayers fulfill their tax obligation when earning US
source income. Since the 1930s, the withholding tax on the gross amount of FDAP
has been the final tax on such income, collected in lieu of the graduated income tax
on net income that is levied on US residents (and on non-residents earning income
that is effectively connected with a US trade or business).

A number of exemptions and treaty-based reductions apply to most forms of FDAP.
For example, portfolio interest (interest paid to non-residents who do not own 10% or
more of the stock of a corporate payor) is typically exempt from withholding tax
under the “portfolio interest exemption.” Royalties are likewise typically exempt
from withholding tax because most of them are paid to countries with whom we have
treati;es that follow the US and OECD Models and reduce withholding on royalties to
Zero.

YIRC 871(a)(1), 881(aX1).

2IRC 871(h), 881(c).

% See Reuven Avi-Yonah and Martin B, Tittle, The Integrated 2006 United States Mode! Income Tax
Treaty (Vandeplas, 2008), Art. 12.

(59)
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Thus, the main source of revenue from the withholding tax on FDAP is dividends.
Dividends are subject to the full 30% withholding if not paid to a resident of a treaty
jurisdiction, but even in the case of treaty partners, our treaties only reduce dividend
withholding to 15% for portfolio dividends and 5% for direct dividends.* This
represents a judgment of the Treasury Department and the Congress that it is
appropriate for non-resident taxpayers to pay a withholding tax on dividends, even
though the underlying corporate income has already been taxed once.” If Congress
were to decide that this judgment is erroneous, it could change the policy; but as long
as dividend withholding is the law, it is not appropriate for Treasury, the IRS or
taxpayers to abolish it.

Do dividends actually bear a withholding tax of 30% or 15%7? In 2003, the latest year
with reliable data, about $42 billion in US source dividends were paid to non-resident
corporations, but only about $1.9 billion (or 4.5%) were withheld.® This suggests that
the only dividends actually subject to withholding are direct dividends, i.e., dividends
paid to affiliated corporations within multinational enterprises, which are typically
subject to the reduced treaty tax rate of 5%. What happened to all the portfolio
dividends?

2. Equity Swaps.

Beginning in the 1980s, derivative financial instruments have been developed that
potentially undermine the integrity of the income tax by, for example, converting
equity into debt.” For present purposes, the relevant derivative is the total return
equity swap (TRES).

In a TRES transaction, a foreign investor (who may or may not hold stock in a US
corporation) enters into an agreement with a US financial institution. Under the TRES
agreement, the investor pays an amount equal to the value of some amount of stock of
a US corporation (the “underlying stock™) to the financial institution. In return, the

* Avi-Yonah and Tittle, Art. 10. Many of our recent treaties (e.g., with the UK)) reduce the dividend rate to
zero for certain direct dividends, but never for portfolio dividends.

* While it may seem strange that dividends, which are not deductible, are subject to withholding tax while
interest and royalties are not, this reflects the reality that (a) royalties are tax-free by treaty because the US
gains more from reducing foreign taxes on royalties than it loses by reducing its own, (b) interest is tax free
because it can easily be eamed anywhere in the world and an attempt to impose withholding taxes on it
would Jead investors to go elsewhere and/or increase costs to US borrowers. Dividends, on the other hand,
arguably represent an investment in unique US companies earning particular forms of rent, so the
investment cannot easily be replicated elsewhere. For a proposal to impose withholding taxes on interest
and royalties in coordination with other OECD members see Reuven Avi-Yonah, A Coordinated
Withholding Tax On Deductible Payments, Tax Notes (June 2, 2008).

© Tax Compliance: Qualified Intermediary Program Provides Some Assurance that Taxes on Foreign
Investors are Withheld and Reported, but Can Be Improved, Government Accountability Office, Report
No. GAO-08-99 (December 2007) (the GAO Report), Table 3.

7 Alvin C. Warren, Jr., Financial Contract Innovation and Income Tax Policy, 107 Harv. L. Rev. 460
(1993); for an argument that the threat posed by derivatives to the income tax has been exaggerated see
David M. Hasen, A Realization-Based Approach to the Taxation of Financial Instruments, 57 Tax L. Rev.
397 (2004).
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investor receives (a) the right to a dividend equivalent (DE) whenever the underlying
stock pays an actual dividend, and (b) the right to any appreciation in the stock when
the TRES expires, and undertakes to pay the financial institution for any decline in
the stock’s value when the TRES expires. Thus, for the period of the TRES, the
holder of the TRES is in the same economic position as if it held the underlying
stock, although it is not a stockowner for corporate governance purposes (e.g.,
voting).

The financial institution then uses the funds received from the investor to purchase
the underlying stock. During the period of the TRES, the financial institution pays a
DE whenever the underlying stock pays a dividend. Upon expiration of the TRES, the
financial institution sells the underlying stock, and the parties settle the TRES
transaction by making a payment equal to the appreciation or depreciation of the
stock.

What are the tax consequences of this transaction? For the financial institution, the
actual dividends received on the underlying stock represent income, but that is offset
by a deduction for the DE payment to the investor. The capital gain or loss on the
underlying stock at the end of the TRES is likewise offset by the payment to settle the
TRES. Thus, the US financial institution is perfectly hedged and indifferent to the tax
treatment of the DE (it pays tax on the fees received for undertaking the TRES).

For the foreign investor, the capital gain or loss at the end of the TRES are foreign
source income and thus not subject to US taxation.® Before 1991, there was
uncertainty as to the tax treatment of the DE. It could be argued that the DE was
equivalent to a dividend and therefore subject to US withholding tax. However, in
January of 1991 the Treasury issued a regulation stating that “the source of notional
principal contract income” (which includes income from derivatives such as the
TRES) “shall be determined by reference to the residence of the taxpayer.”9 Thus,
because the recipient of the TRES is a foreign resident, the DE is foreign source
income and not subject to US tax.

Why did the Treasury adopt this rule? At the time, there was widespread concern that
imposing withholding taxes on derivatives would kill a new and flourishing market in
securities, which arguably benefited both Wall Street and US issuers by harnessing
billions of dollars of funds. There was extensive lobbying by the Securities Industry
Association and expressions of concern that the uncertainty regarding the source of
income on derivatives was harming the market.'°

It was immediately understood that the effect of the new rule would be to exempt
DEs from withholding tax even if economically they are indistinguishable from

§ IRC 865(a)(2).

® Treas. Reg. 1.863-7(b), adopted by T.D. 8330, 1-11-91.

19 See generally H. David Rosenbloom et al., General Report, Tax Aspects of Derivative Financial
Instruments, 80b Cahiers de droit fiscal international (1995); Reuven S. Avi-Yonah and Linda Z. Swartz,
U.S. International Treatment of Financial Derivatives, 74 Tax Notes 1703 (1997).
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dividends. Commentators expressed concern that the source rule for derivatives
would result in widespread avoidance of the withholding tax on dividends, because a
TRES gives the foreign holder the same economic returns as an investment in the
underlying stock, but enables it to avoid the withholding tax because of the source
rule for DEs. "

The Treasury and the IRS were aware of these concerns. In January of 1992, in the
context of issuing the new rule for securities lending (discussed below), the Treasury
and IRS expressed concern that the derivative source rule could lead to avoidance of
the dividend withholding tax by using TRES, and suggested that a single stock TRES
may be abusive.'* However, no action was taken. In 1998, in the context of issuing
new regulations governing the treatment of derivatives under IRC section 446, the
Treasury and IRS repeated their concern that TRES could be used to avoid dividend
withholding." In response, the New York Bar Association Tax Section issued a
report urging the Treasury not to treat DEs as equivalent to actual dividends for
withholding tax purposes.'* Again, Treasury and the IRS took no action.

The market understood the inaction by Treasury and the IRS as a sign that using
TRES (even on a single stock, and even when the investor held the actual stock
before and after entering into a TRES over the ex-dividend date) is an “approved
loophole.” As a result, by 2008, only the hopelessly unsophisticated foreign portfolio
investor would invest directly in the stock of US corporations and incur the
withholding tax on actual dividends.'® Instead, everyone invests using TRES and
receives tax-free DEs. Thus, it is unsurprising that the GAO Report numbers suggest
that no withholding tax is collected from foreign corporate investors in US portfolio
stock. The numbers indicate that the entire amount collected as withholding tax on
dividends stems from direct (over 10%) holders, who care about voting the stock and
therefore will not enter into 2 TRES. '

1 See, e. g., Oren Penn, Withholding Tax in Cross-Border Equity Swaps: The Dividend Problem, 93 TNI
196-14 (1993); Gregory May, Flying on Instruments: Synthetic Investments and the Avoidance of
Withholding Tax, 96 TNT 239-32 (1996); Avi-Yonah and Swartz, supra; Yaron Reich, Taxing Foreign
Investors' Portfolio Investments: Developments and Discontinuities, 16 TNI 1975 (1998); David P.
Hariton, Equity Derivatives, Inbound Capital and Outbound Withholding Tax, 60 Tax Lawyer 313 (2007).
12 preamble to Prop. Reg. 1.861-3(a)(6), 57 F.R. 860 (January 9, 1992).

" Preamble to Treas. Reg. 1.446-3, 1998-1 C.B. 1322 (Juze 29, 1998).

M NYSBA Report, Report on the Imposition of U.S. Withholding Tax on Substitute and Derivative
Dividend Payments Received by Foreign Persons, 79 Tax Notes 1749 (1998) (the NYSBA Report). The
NYSBA Report made two arguments: First, that an investor in a TRES is not the same as an investor in the
underlying stock or as an investor in a securities lending transaction because it may never hold the
underlying stock; and second, that if the Treasury attacked single stock TRES, the same result can be
achieved using baskets. These arguments are addressed below.

' An important question is whether these investors are truly foreign or whether they are US persons
investing through tax havens and avoiding their tax liability on dividends. Joe Guttentag and I have
estimated that the US loses $50 billion each year because of tax haven abuses by US resident taxpayers.
See Joseph Guttentag and Reuven Avi-Yonah, Closing the International Tax Gap, in Max B. Sawicky (ed.),
Bridging the Tax Gap: Addressing the Crisis in Federal Tax Administration, 99 (2005).

16 Note, however, that it may be possible for a foreign parent to create two classes of stock in its subsidiary,
one carrying the vote and the other the dividend, and engage in a TRES with respect to the dividend paying
stock while retaining the voting stock.
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3. Securities Loans.

In 1992, a year after issuing the new rule for sourcing DEs, the Treasury and IRS
issued proposed regulations governing securities lending transactions.’” These
regulations take a different approach to taxing dividend substitutes (DS) made
pursuant to a securities lending transaction. The regulations were finalized in 1997.'*

In a typical cross-border securities loan, a foreign holder of US stock enters into an
agreement with a US borrower, Under the agreement, the US borrower borrows the
stock for a certain period of time, and returns it thereafter. The US borrower is treated
as the holder of the stock for the period of the loan, and therefore is entitled to receive
any dividends on it during that period.

Because the foreign lender forgoes the right to receive dividends for the term of the
loan, the US borrower agrees to make a DS payment ay time the underlying stock
pays a dividend. Thus, the US borrower receives the dividend, and immediately turns
around and makes a DS payment to the foreign lender. Since the DS payment is
deductible, the US borrower has no net income.

What are the tax consequences to the foreign borrower? Under the regulations, “[a]
substitute dividend payment shall be sourced in the same manner as the distributions
with respect to the transferred security.”"® Thus, a DS is treated as a dividend for all
US tax purposes (including for tax treaty purposes), and therefore it is subject to US
withholding tax when made from a US borrower to a foreign lender.

The contrast between the DS rule (for securities loans) from 1992 and the DE rule
(for TRES) from 1991 is impressive, since economically both transactions are
identical: in both, as well as in a direct investment in the underlying stock, the foreign
investor receives the full amount of the dividend.? Why, then, is the DS treated as a
dividend for withholding tax purposes, while the DE is not?

In its 1998 report on the issue, the New York State Bar Association Tax Section
argued that the DS rule should not be applied to DEs because in a TRES the foreign
holder may never have held the underlying stock, while in a DS and a direct
investment the foreign holder held the stock.>! This may or may not be true (in many
TRES transactions the foreign investor holds the stock before and after the TRES,
which is entered into to cover the ex-dividend date). But even if true, it is unclear why

17 57 Fed. Reg. 860 (January 9, 1992).

8 TD. 8735 (October 6, 1997).

19 Treas. Reg. 1.861-3(a)(6).

® Minus any fee levied on the DS or DE, which represent a payment to the US financial institution for
“enhancing the dividend yield”, i.e., enabling the investor to avoid the withholding tax.

' NYSBA Report, supra. The NYSBA also argues that any change to the DE rule involving single stocks
can be avoided by using baskets. Because of this issue, I would recommend a rule relying on the well-
established “substantially similar or related property” (SSRP) standard of IRC 246(c). See
recommendations below.



64

it is relevant. Economically, the foreign investor in a TRES is in exactly the same
position as a foreign investor in the underlying stock or as a foreign lender in a
securities loan: All three are entitled to the dividend, and all three have the upside and
downside risk of holding the stock.”

1 believe that Treasury and the IRS had second thoughts about the 1991 DE rule by
the time they issued the DS rule a year later, as indicated by the concerns expressed in
the preamble to the DS rule. This explains whey they took a different approach in the
DS rule. However, no action was taken to curb abusive exploitation of the DE rule in
the period from 1992 to the present.

4. Combining Equity Swaps with Securities Loans.

Treasury and the IRS finalized the DS rule in October, 1997. Taxpayers immediately
expressed concerns that the DS rule could result in a “cascading” withholding tax on
multiple securities lending transactions.

The cascading issue arises because the DS rule applies to any securities loan
involving stock of a US corporation, including a securities loan between foreign
persons. Suppose that foreign person 1 lends stock in a US corporation to foreign
person 2. Under the DS rule, if the US issuer pays a dividend to foreign person 2 (the
holder for the period of the loan), and if foreign person 2 then makes a DS payment to
foreign person 1, both payments (the actual dividend and the DS) would be subject to
withholding, resulting in a cascading tax of over 30%.

How likely is this scenario? Generally unlikely, because the obvious solution is to
make the securities loan to a US person, not to another foreign person, thereby
avoiding the cascading by avoiding the withholding tax on the actual dividend.
However, taxpayers argued that in some cases, regulatory limits prevented foreign
lenders from engaging in securities loans with borrowers outside their own country.”

Because of these concerns, Treasury and the IRS issued Notice 97-66 in November,
1997 (i.e., a month after the DS rule became effective). Under Notice 97-66, the US
withholding tax on a DS foreign to foreign payment “will be the amount of the
underlying dividend multiplied by a rate equal to the excess of the rate of U.S.
withholding tax that would be applicable to U.S. source dividends paid by a U.S.
person directly to the recipient of the substitute payment over the rate of U.S.
withholding tax that would be applicable to U.S. source dividends paid by a U.S.
person directly to the payor of the substitute payment.”24

% In some TRES and securities loan transactions, the foreign holder gets less than the full amount of the
dividend; the difference is simply a fee paid to the US financial institution that arranges the transaction. For
TRES transactions, this fee may also incorporate a splitting of the risk that the IRS would seek to impose a
withholding tax on the TRES.

% 1 have seen no evidence that this is in fact a serious concern.

* Notice 97-66, 1997-2 C.B. 328.
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What this means is that if foreign persons 1 and 2 are in the same country or in two
countries subject to the same dividend withholding tax rate (e.g., 30% and 30% or
15% and 15%), and if a US withholding tax is imposed on an actual dividend to
Jforeign person 2, then a DS payment from foreign person 2 to foreign person 1 would
not be subject to US withholding tax, because a direct payment from the US to either
foreign person would be subject to the same withholding tax rate.”

The clear intent of the Notice, as stated in both the text and in the examples, is to
condition this rule on an actual US withholding tax being paid on an actual dividend
or a DS somewhere in the chain. If no US withholding tax is ever paid, no cascading
issue arises.

However, because the Notice (issued in haste a month after the DS rule was finalized)
did not explicitly include this condition, taxpayers soon found a way to avoid the DS
rule by combining it with the DE rule.”® In such transactions, instead of foreign
person 2 holding the actual stock of the US corporation (and thereby subjecting itself
to withholding tax), foreign person 2 would enter into a TRES with respect to the
stock. Foreign person 2 would then receive the DE free of withholding tax under the
DE rule, and would make the DS payment to foreign person 1 free of withholding tax
under Notice 97-66.

1 believe this treatment of the transaction is wrong under the terms of Notice 97-66.
Because the rationale for the Notice hinges on an actual withholding tax being due
somewhere in the chain, it is inappropriate to interpret it as exempting the DS
payment from withholding tax when there is no withholding tax due anywhere. Even
if the taxpayer does not know whether a withholding tax is due (e.g., because foreign
person 2 sells the borrowed stock into the market and does not know who the buyer
is), I would argue that the Notice does not apply because foreign person 2 has the
burden of proof to show that a withholding tax applies somewhere before it can
exempt its DS payment to foreign person 1 from withholding under the Notice. Given
that taxpayers are in a better position to establish that a withholding tax was actually
imposed on the transaction, there should be a presumption that the Notice does not
apply unless the taxpayer meets this burden.

5. Recommendations

In my opinion, there is no good policy reason to treat actual dividends, DEs and DSs
differently for withholding tax purposes. I would therefore recommend that Congress,
Treasury and the IRS take the following actions to prevent the widespread avoidance
of the dividend withholding tax:

* Tronically, this means that a DS payment from one tax haven person to another is subject to better
treatment than a payment from a non-tax haven person to a tax haven person (because the 15% to 30%
ayment would be subject to tax at 15%, while the 30% to 30% payment is exempt).
¢ Treasury and the IRS may have realized this by the time they expressed concern on abusing the DE rule
in the preamble to the IRC 446 regulations (June, 1998).
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1. The DE rule (Treas. Reg. 1.863-7(b)) should be revised. For DEs on single stock
TRES, the rule should be the same as the DS rule (Treas. Reg. 1.861-3(a)(6)), i.e.,
the DE should be treated as an actual dividend for all U.S. tax purposes.
Moreover, DEs on a basket of stock should likewise be treated as equivalent to a
dividend if the basket represents “substantially similar or related property” (as
defined under IRC 246(c) and the Regulations thereunder) to a single stock.

2. Notice 97-66 should be amended to explicitly condition its application on the
taxpayer showing that a U.S. withholding tax was levied on a dividend or a DS
payment in the same chain of transactions to which the Notice is being applied.

3. The IRS should challenge existing interpretations of the DE rule and of Notice
97-66 that it deems abusive. For example, it should challenge the applicability of
the DE rule to situations where the foreign investor holds the actual stock and
enters into a TRES to cover the ex-dividend date. Likewise, it should challenge
any application of Notice 97-66 to situations where the taxpayer cannot show that
a U.S. withholding tax was levied on a dividend or a DS payment in the same
chain of transactions to which the Notice is being applied.

4. The IRS should challenge existing transactions involving DE and DS that lack
economic substance. In particular, the IRS should examine whether transactions
using Notice 97-66 satisfy the objective business purpose prong of the economic
substance test.

6. Conclusion.

Congress has determined that foreign taxpayers who invest in US portfolio equities
should be subject to a 30% or 15% withholding tax. Many commentators have argued
that this result is inappropriate when interest and royalties are usually not subject to
withholding tax. However, the distinction between royalties, interest and dividends
can be defended.”’ Moreover, even if a “portfolio dividend exemption” is appropriate
as a policy matter, as long as Congress does not enact one, and as long as the Senate
does not ratify treaties with a zero rate for portfolio dividends, it is up to Congress,
the Treasury and the IRS to defend the US revenue base by preventing taxpayers from
abusing the DE and DS rules in the ways explained above.

In order to maintain any kind of tax system, the US public needs to be confident that
current law can be enforced. Thus, I hope that bipartisan support can be found for
taking the steps identified above to prevent dividend tax abuse. These steps offer the
potential of raising additional revenue without raising taxes, and of leveling the
playing field between ordinary Americans who pay their fair share of taxes and others
who do not.

¥ See footnote 5 above.
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Mirveriek Capital R
300 Grevcent Court
30 Grovee Maverick

Dallas, TX 75201
{214) 880-4008 Phone
(214} BRO-4020 Fax

Septembier 10,.2008

STATEMENT OF MAVERICK CAPITAL LTD. TO THE PERMANENT
SUBCOMMITTEE ON INVESTIGATIONS

Honorable Members of the Permanent Subcommittee:
My name is Joseph Manogue and I am thie Treasurer of Maverick Capital, Ltd.

1 submit this statement as Maverick’s representative in response to the invitation that we received
late last week from the Subcommiittee in order to-assist the Subcommittee in its review of certain
industry practices that have commonly been referred to as dividend enhancement transactions.

Maverick is‘an investment advisor that manages client capital primarily through'hedging
strategies based onlong and shart positions in U.S. and foreign equity securities. To that end,
Maverick undertakes typical industry transactions, including the purchase and sale of stacks,
shorting stocks, and borrowing and lending stocks.

Investors in Maverick managed funds include both U.S, and foreign institutions and individuals,
and our fimds include both domestic and foreign entities in structures that are typical for our
industry. I would like to note in particular that our striictures and policies provide for investmient
by U.S. taxpayers in domestic partnerships that are subject to full Internal Revenue Service
return and information reporting requirements that typically apply in a domestic context,

In 1994, Maverick made the decision to register as an investment adviser under the Investisent
Advisers Act of 1940, and thereby voluntarity submitted to-periodic review and inspection by the
Securities and Exchange Cominiission. Our company prizes above all its reputation for client
service and the highest ethical standards.

In the course of its operations, Maverick utilizes the services of a variety of prime brokerage
firms that support implementation of its trading strategy on behalf of Maverick’s client funds.
These firms are among the most well-established institutions on Wall Street, Beginning in the
late 1990s and through the subsequent years; the services offered by these firms ineluded
dividend enhancement programs.
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The proposal was as follows: U.S. tax:laws subjected dividends paid by U.S. companies to
foreign stockholders to a 30% withholding tax. Under the relevant tax regulations, however,
foreign investors who received equivalent payments under total return swaps and foreign
stockholders of U.S. companies who received substitute dividend payments from many foreign
stock borrowers were not subject to the 30% withholding tax.

Maverick’s financial institution service providers offered to help Maverick enter into-total return
swap transactions that involved Maverick’s Cayman funds selling the U.S. company stock
eligible for an expected dividend to the financial institution for a price and negotiated fees that
would be substantially equivalent to getting the value of the dividend. Alternatively they
suggested that Maverick’s Cayman Island funds should consider lending the U:S. company stock
to a Cayman affiliate of the service provider. In consideration for the loan, the financial
institution’s Cayman affiliate would pay to the Maverick Cayman fund an amount that was
somewhat less than the dividend but exceeded the amount that it wounld have received had it
received the dividend net of the tax.

Maverick’s tax personnel considered these proposals and examiined the tax regulations that
applicd to these transactions. Taking into account their compliance with the rules; the number of
different blue chip firms offering the services, and their assurances that the transactions had been
thoroughly vetted, there seemed to be little cause Tor concetn that they were legitimate.

Of the alternatives presented, however, those requiring that the Maverick Cayman funds enter
into swaps directly presented greater complexity relating to variable transaction terms and
operational considerations than those providing for simple stock loans. Moreover, IRS Notice
97-66 appeared to provide express confirmation that “substitute dividend payments” received
with respect to stock-loans to a horrower located in the same jurisdiction as the lender would ot
be subject to the withholding tax.

Thus; in 1999, Maverick began engaging in dividend enhancement stock loans:in relianice on
Notice 97-66. On a case by case basis, a Maverick employee would ask one of the financial
institutions that had offered to provide dividend enhancement services whether it wished to
borrow a particular security. If the financial institution did wish to barrow that security,
Maverick would negotiate terms with that institution. We:did not engage in swaps or other cross
border transactions for purposes-of dividend enhancement, and we did not participate in any
subsequent transactions involving the borrowed shares that may have been undertaken by the
borrowers.

We engaged in these transactions through various financial institutions until 2007. In 2007,
however, the business press published a-number of reports about these programs and suggested
that the IRS was taking a close look at their legitimacy. Understandably, the financial
institutions involved suspended the services until any questions about the industry practices
could be resolved. Maverick estimates that its Cayman funds received approximately
$63,000,000 in substitute dividend payments beyond the amount that they would otherwise have
received as a regult of participation in dividend enhancerent stock loan trapsactions since 2000.

When the Staff of this Subcommittee issued a request for information eatlier this year, our
counsel promptly complied by producing thousands of pages of documents. We have made our
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personnel available to assist the staff in understanding industry practices in this area, and, on the
basis of numerous discussions over the past several months, believe that we have developed a
candid-and cooperative relationship. [am hopeful that they have conveyed consistent
impressions of Maverick to you.

The regulation and taxation of financial transactions such as those under discussion today are
complex and evolving subjects. As Ihave indicated, we believe that we have acted in
accordance with the governing legal precedents and existing guidance, but understand that those
precedents may be subject to further interpretation or revocation on the basis of further policy
review such as the one you are conducting here. Maverick will conform to any new laws and
regulations that result from this review:

Thank you.
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U.S. Senate Permanent Subcommittee on Investigations

Testimony of Richard Potapchuk
Highbridge Capital Management, LLC

September 11, 2008

Chairman Levin, members of the Subcommittee, I am pleased to have the opportunity to
testify today on the subject of the tax treatment of certain payments to non-U.S. investors under
contracts known as total return swaps.

Highbridge is an investment advisor that manages investment vehicles commonly known
as hedge funds. It has client assets of approximately $27 billion currently under management.
Highbridge invests its clients’ assets throughout the world in a wide range of financial
instruments, including stocks, bonds, currencies, futures, and swaps, using a number of different
investment strategies. Its objective, like that of all asset managers, is to achieve favorable risk-
adjusted investment returns for its investor clients.

I served as the Chief Financial Officer of Highbridge from 1994 until 2007. My current
title is Director of Treasury and Finance. 1am familiar with Highbridge’s use of total return
swaps in different investment contexts.

A total return swap is a private financial contract between two parties that allows an
investor to gain market exposure to the performance of a security without making a direct
investment in an operating company. Under a typical total return swap contract, the “seller” of
the contract, usually a large financial institution, agrees to pay the “buyer,” usually an investor
such as a fund managed by Highbridge, the total returns achieved by a reference security,
typically a publicly-traded equity security, for a specified period of time. These returns include
any increases in the security’s value and any dividends or other distributions that would have
been paid to an owner of the security during the specified period. In return, the total return swap
buyer pays the seller (1) an amount determined by reference to a standard interest rate such as
LIBOR applied to the notional amount of the contract and (2) an amount equal to any decrease in
the value of the reference security. The swap buyer does not own the reference security: it
merely has a contractual right to receive payments from the seller, and a contractual obligation to
make payments to the seller, in both cases measured by the performance of the reference
security. The swap seller need not own the reference security either, although it often does to
hedge its obligations under the swap contract. Throughout the life of the total return swap, the
swap buyer is exposed to the credit risk of the swap seller, the party to which it looks for all
payments due.

Total return swaps serve a number of different purposes in different markets. In some
foreign markets, it is difficult or impossible for investors to purchase securities outright in their
own name, and total return swaps may be the only way, or the most efficient way, for an investor
to gain exposure to those markets. In some circumstances, there may be financing or operational
advantages to gaining exposure to a security or group of securities through a total return swap
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instead of direct ownership. Because the total return swap buyer does not own the reference
security, its regulatory and reporting obligations may be different than they would be if it owned
the security directly; at the same time, the swap buyer does not have the rights of ownership,
including the right to vote the reference shares on corporate matters requiring a shareholder vote.
The application of taxes and fees to securities transactions are different in many jurisdictions if
exposure to positions is maintained in the form of total return swaps rather than direct ownership.

In the United States in particular -- and this, of course, is the subject of today’s hearing --
U.S. source dividend distributions to non-U.S. investors located in non-tax treaty jurisdictions
are subject to a 30% withholding tax. Payments from a total return swap seller with respect to
dividends paid by the reference security, however, are neither “dividends™ nor U.S. source
income for U.S. tax purposes, and they are not subject to withholding tax. For this reason, it is
often economically preferable for a non-U.S. investor to invest in a dividend-paying security in
the form of a total return swap rather than to own the security directly.

This difference in tax treatment has been well known in the securities industry for many
years, certainly since at least the mid-1990s, and many investors, including funds managed by
Highbridge, have used total return swaps to minimize the tax burden on their non-U.S. investors
arising out of transactions in U.S. dividend-paying securities.

At the Subcommittee staff’s request, Highbridge has compiled data on investments by its
funds in U.S. dividend-paying securities maintained in the form of total return swaps from the
beginning of 2002 through the end of 2007. We have not attempted to collect data for the years
prior to 2002 in which we engaged in similar investment transactions, and, at the staff’s request,
we have limited our inquiry to transactions involving, at some point, the conversion of an
investment position from physical ownership to total return swap exposure or vice versa, i.e., we
have excluded investment positions maintained continuously in the form of total return swaps.
Our data, previously supplied to the staff, show that for the six-year period from 2002 through
2007 Highbridge funds received payments of about $425 million pursuant to total return swap
contracts that reflected dividends paid by the securities referenced in those contracts.

It is fair to say that, for the most part, the principal reason, although not necessarily the
only reason, Highbridge funds maintained exposure to these securities positions in the form of
total return swaps, rather than through outright ownership, was to reduce the tax burden on their
non-U.S. investors. At the same time, tax savings were not the primary reason for the
investments themselves, which were based on an analysis of the likely performance of the
underlying securities.

You have asked us to address the question of “[t]he approximate total amount of
withholding taxes avoided through the use of these transactions.” In one sense, of course, the
answer is none: under the law as it existed then (and exists now), no U.S. tax was due on these
transactions. Moreover, a significant portion of the $425 million in dividend-related swap
payments would not have been subject to withholding tax even if paid directly as dividends to
the Highbridge funds. First of all, no withholding tax would be applicable on the share of
dividend income allocable to U.S. investors, 10% or more of the payments discussed above. In
addition, some portion of the dividend distributions paid by the reference securities would likely
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have been treated as a return of capital and would not have been subject to dividend withholding
tax.

The real issue, it seems to us, however, is what the resulting tax revenue would have been
if total return swaps did not exist, or if a 30% withholding tax were required on total return swap
payments arising out of dividend distributions by the reference securities. This is a very difficult
question to answer. Like most prudent investors, Highbridge considers tax implications in
evaluating alternative investment strategies. Of the investment positions described above, some
would have continued to make economic sense even if the relatively small dividend component
of the overall return had been subjected to a 30% withholding tax with respect to non-U.S.
investors. Others would not have made sense and would have been abandoned in favor of
alternative investments. Still others would have continued to make sense but would have been
less attractive and would have received a reduced dollar allocation. It is almost impossible to
reconstruct, even within broad ranges, what the total effect would have been.

You have also asked us to comment on “[t]he role of the financial institutions that
facilitated these transactions for Highbridge and the representations that they made to Highbridge
regarding the tax implications of the transactions.” Many different financial institutions,
primarily large commercial or investment banks, have offered total return swaps going back to
the 1990s, and Highbridge funds have entered into total return swap transactions with ten or
more of them. These counterparty institutions generally represented that they had vetted their
total return swaps with counsel and other experts and were comfortable that they were not
required to withhold tax from payments to investors like the funds managed by Highbridge with
respect to payments that were based on dividends paid on the reference securities. Although
Highbridge did less independent investigation, it reached the same conclusion, and large
numbers of other participants in the securities markets appear to have done so as well.

I do not recall that financial institutions offering total return swaps gave primary
empbhasis to the tax advantages of this form of investing. In part, this is because there are a
variety of other reasons why total return swaps are an attractive way to gain economic exposure
to a wide range of securities -- although these other reasons are not typically decisive for
Highbridge, at least with respect to its investments in U.S. dividend-paying securities -- and in
part because the tax advantages of total return swaps have been widely understood for many
years. Institutions offering total return swaps thus tended, in their marketing efforts, to
emphasize why their platform was preferable to a competitor’s platform, while summarizing the
various reasons, including tax benefits, why it might be advantageous to the investor.

Although it is clear that, under existing law, payments with respect to dividend
distributions under properly-structured total return swap agreements are not subject to
withholding tax -- because they are not payments of dividends or otherwise U.S. sourced -- the
securities industry has also been sensitive for many years to the possibility that parties could
engage in sham transactions that have the appearance of being total return swap transactions but
in which the swap buyer retains the rights and obligations of direct ownership. Highbridge funds
recognize that, in electing to maintain exposure to investment positions in the form of total return
swaps, they give up the rights of direct ownership, including voting rights, and that in other
respects their investment positions must have the substance, not merely the form, of total return

_3-
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swap transactions rather than direct ownership. We believe that our total return swap
transactions have been swap transactions in substance, and, for this reason, we believe our use of
total return swaps has been entirely legal under existing law. We continue to use total return
swaps where it is lawful and advantageous to our investors to use them.

Because we believe that existing law is clear, at least as it applies to transactions in which
we engaged, we believe that the most important question for the Subcommittee is whether
changes in existing law are appropriate or desirable. Highbridge has no institutional position on
this question, and we would, of course, abide by any changes in the law. Our familiarity with
investment transactions involving total return swaps, however, allows us to make some
observations about this difficult policy issue that may be of assistance to the Subcommittee.

First, the issue of whether a withholding tax in some amount should be imposed on the
portion of total return swap payments attributable to dividends on the reference securities does
not affect U.S. taxpayers. U.S. taxpayers are not presently subject to dividend withholding tax,
and the total return swaps that are the subject of today’s hearing are not a mechanism that allows
U.S. taxpayers to reduce their tax burden.

Second, some significant portion of the investors who would be affected by the
imposition of a withholding regime on swap payments attributable to dividends -- about 20%, in
Highbridge’s case -- are U.S. tax-exempt entities such as universities, foundations, and pension
funds. These entities typically would not be subject to tax on dividend income, unless the
underlying investment positions were acquired with borrowed money, and it might be thought
inappropriate to tax them on a portion of the investment returns they receive from total return
swap contracts, when they otherwise would not be subject to such a tax.

Third, the 30% withholding that applies presently to dividend payments to non-U.S.
taxpayers is already quite high by both U.S. and international standards. For both U.S. taxpayers
and taxpayers in most industrialized countries who are entitled to the benefits of a tax treaty with
the United States, portfolio dividend income is subject to a maximum tax rate of 15%, and
effective tax rates are often lower. Extending a 30% withholding to total return swap payments
would have at least some deterrent effect on foreign investment in U.S. securities markets.

Fourth, because, as discussed above, investors take tax effects into consideration in
making investment decisions, any change in the tax status of total return swap payments would
alter investor behavior, making the actual tax revenue impact of any contemplated change in law
difficult to predict. For example, there are already alternative ways of investing in U.S.
dividend-paying securities without being subject to dividend tax withholding, such as through
investing in single-stock futures contracts. Any change in the tax status of total return swap
payments would likely lead to more extensive use of other forms of indirect investment that were
not subject to tax. Similarly, relatively simple changes in the structure of the off-shore funds
Highbridge manages would allow many off-shore investors to take advantage of tax treaties
between the United States and their home jurisdictions, generally reducing a 30% withholding
tax to 15%. These developments would significantly reduce the likely revenue effect of
extending the 30% dividend withholding tax to the dividend-related portion of swap payments.
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For these and other reasons, most non-U.S. jurisdictions presently treat payments under
total return swap agreements the same way that the United States presently treats them, namely,
they are not subject to dividend withholding tax. Any changes in U.S. law in this regard would
make the United States an exception by international standards, at least in the short run.

Thank you for this opportunity to address these interesting and complicated issues.
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STATEMENT OF GARY 1. WOLF
MANAGING DIRECTOR - ANGELO, GORDON & CO,, L.P.

BEFORE THE SENATE COMMITTEE ON HOMELAND
SECURITY AND GOVERNMENTAL AFFAIRS,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS

Thank you, Mr. Chairman. My name is Gary Wolf. I am a managing director at Angelo,

Gordon & Co., L.P., a Delaware limited partnership and an SEC-registered investment advisor.

Angelo, Gordon was founded in 1988 and currently manages, with its affiliates, in excess
of $19 billion. We seek to achieve attractive risk adjusted returns, while preserving capital,
primarily through investments in non-traditional/alternative stratcgies. Angelo, Gordon manages
capital across four principal lines: (a) distressed debt and par loans, (b) real estate, (c) private
equity, and (d) hedged strategies. Our client base is global and is comprised of institutions,
including corporations, public funds, endowments and foundations, and high net worth
individuals. We have associated offices in London, Amsterdam, Hong Kong, Seoul, Tokyo,

Singapore and Mumbai.

| joined the firm in 1993 and have been a convertible securities research analyst and
portfolio manager during the past 15 years. Since 1995, | have been the head of the firm’s

convertible securities department.

The Subcommittee’s hearing today concems issues relating to one investment product

which has been offered by investment banks for many years. The use of this product, often



76

referred to as a “swap” or a CFD (contract for differences), has been a common practice in the
financial world and was marketed to Angelo, Gordon by many of the largest, most sophisticated
investment banks in the world. The investment banks offering these investment products
represented to Angelo, Gordon that the structure of these transactions, including the tax
implications, had been cleared by their legal advisors, a position which was confirmed by our
own legal advisors. Angelo, Gordon did not construct or market these swap products, but rather

these products were created and marketed by the investment banks.

While the specific products offered by different investment banks varied in particular
aspects, this investment product, in general, is one in which the investor is not the actual owner
of the security but rather enters into a contract with the investment bank to receive, or to make,
payments which mirror the performance of the referenced security. The investment bank, which
is the counterparty to the contract, may or may not actually hold or own the security. If the price
of the security rises, the investment bank is obligated under the contract to pay an amount equal
to that increase; if the price of the security falls, the investor must pay the investment bank an
amount equal to the decline. Under the contract an amount equal to some or all of the value of
any dividend paid to stockholders during the contract period is paid to the investor by the

investment bank.

Depending on the specific circumstances of a given transaction, sometimes the best way
to maximize retumns for our investors was to engage in a swap transaction. While I am not a tax
expert, it is my understanding that while the person or entity actually owning the security and
receiving the actual dividend payment may be subject to the federal tax on dividends, the tax
treatment of a payment received under a contract is determined by other provisions of the tax

code. At times this tax treatment of swaps would provide a tax benefit resulting in a higher total
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yield on the investment for a foreign investor. This benefit was a central aspect of the marketing

pitches that were made to us by the investment banks.

While the tax consequences were a significant factor considered in deciding whether to
enter into a swap transaction, this was far from the only consideration. In fact, there were other
significant economic realities that factored into the decision to enter into a swap transaction,
including increased leverage and competitive transparency benefits. While swap transactions do
have a significant number of positive benefits, including those related to leverage, transparency,
and tax, there are a number of potential negative consequences or risks associated with such
transactions. There was the economic reality that, since we would not be the actual owner of the
security, we would not have the normal stockholders’ role in the control of the company. Also,
there were often significant transaction costs associated with swap transactions, including the
fees for leverage. Sometimes such transaction costs could outweigh any benefits of engaging in
a proposed swap transaction, causing Angelo, Gordon not to enter into the transaction. In
addition, unlike those situations where we held the actual security, under a swap contract we
were exposed to the risk that our counterparty would not make the payments called for by the

contract. Recent events have demonstrated that counterparty risk is a significant factor.

We were told by the investment banks, as well as by our own legal advisors, that this
form of investment offered a legal way for us to enhance or maximize our total return since we
would be receiving contract payments and not actual dividend payments. The investment
strategies we pursue are not designed around dividends but rather focus on movement in the
price of the equity. While the value of any dividends paid during the time we held a position in a
company would be, we hoped, minor compared to what we would realize from the movement of

the price of the security, we were attracted to a form of investment that resulted in lower rather
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than higher taxes for our investors, Just as an individual deciding between renting and
homeownership is well advised to consider the tax consequences of each approach, it is
incumbent on financial firms and institutions to also consider the tax consequences, among many

other factors, inherent in a given transaction,

The tax advantage of these products was certainly one of the primary considerations that
made them attractive when they were marketed to us by the investment banks, but the tax
advantage was not the only substantive aspect of these contracts. During the time period when
Angelo, Gordon was active in swap transactions, leverage was also a considerable factor driving
such decisions. In fact, often one of the most important negotiation points when entering into a
swap transaction was the amount of leverage that could be obtained. Leverage was deemed to be
so critical to investment decisions that the prime brokerage arms of investment banks would

compete for business on the basis of the amount of leverage that could be offered.

Another significant benefit associated with swap transactions relates to competitive
transparency. When Angelo, Gordon holds a security in swap, it prevents other competing

investors from tracking and either mirroring or undermining our positions.

Given the myriad of benefits and positive economic results that can be realized through
swap transactions, Angelo, Gordon engaged in such transactions on a global level, and this
activity was not simply limited to U.S. securities. Similarly, this activity was not limited to U.S.
dividend paying securities. In fact, Angelo, Gordon has entered into swap transactions for
securities ranging from U.S. convertible bonds to bank debt to foreign securities, none of which
would be subject to the U.S. withholding tax even if owned directly, and this has been the case

with both our domestic and foreign funds.
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My understanding is that some of the recent media discussion regarding swap
transactions has centered on the practice of acquiring a position in a security shortly before a
dividend date and then exiting that position shortly after the dividend date, often referred to as
“bracketing™ a dividend. Not only did Angelo, Gordon not engage in either the strategy or the
practice of “bracketing™ dividends, but such a practice runs counter to Angelo, Gordon’s core
investment philosophy of focusing on well-researched, longer term investments. Almost always,
Angelo, Gordon would hold a security in swap for at least nine months, and sometimes as long
as two years. In only a handful of instances did Angelo, Gordon hold a security in swap for less

than 30 days.

Due to economic and business realities in the marketplace and at Angelo, Gordon, the
firm currently engages in very few swap transactions, and the number of swap transactions
engaged in has decreased significantly over time. Given a decrease in opportunities in the
marketplace, Angelo, Gordon’s dedicated convertible securities funds, which used to engage in
such swap transactions, closed in late 2006; similarly, Angelo, Gordon’s real estate securities
funds, which also used to engage in such swap transactions, closed in late 2007. Notably, the
significant decrease in swap transactions has had no relationship to any change in the tax
treatment of dividend-based payments, but rather is based on other economic and business

realities,

I hope that my testimony has aided the Subcommittee in understanding these issues, and I

will do my best to answer any questions you may have.
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September 11, 2008
TESTIMONY OF JOHN DEROSA,

GLOBAL TAX DIRECTOR, LEHMAN BROTHERS INC., BEFORE THE
U.S. SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS

Chairman Levin, Ranking Member Coleman, and Members of the Subcommittee:

I am John DeRosa, Managing Director and Global Tax Director at Lehman Brothers Inc. I
appreciate the opportunity to appear before the Subcommittee today on behalf of Lehman
Brothers Inc. ("Lehman"). Lehman, an innovator of global finance, serves the financial needs of
corporations, governments and municipalities, institutional clients, and high net worth
individuals worldwide. Founded in 1850, Lehman maintains leadership positions in equity and
fixed income sales, trading and research, investment banking, private investment management,
asset management and private equity. The Firm is headquartered in New York, with regional

headquarters in London and Tokyo, and operates in a network of offices around the world.

As Global Tax Director, I can state with confidence~—and I want to emphasize—that
Lehman takes its obligations under the U.S. tax code very seriously. Lehman has worked
diligently to follow the letter and spirit of the law governing both equity swaps and stock loan

agreements.

The rules governing the applicability of U.S. withholding tax for payments made to non-
U.S. counterparties on swap and stock loan transactions referencing U.S. equities are clear.
Under Treasury Regulation § 1.863-7(b)(1), the source of notional principal contract income
(i.e., swap payments) is determined by reference to the residence of the taxpayer receiving the
payment, not the residence of the payor on the underlying referenced asset. Thus, when Lehman

makes a payment on an equity swap referencing a U.S. asset to a non-U.S. counterparty, the
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payment is sourced to the residence of the swap counterparty and does not attract U.S.
withholding tax. With respect to stock loans, IRS administrative Notice 97-66 exempts from
U.S. withholding tax in lieu payments made to a foreign counterparty when the criteria
articulated in that notice are met. Thus, under these rules, the transactions the Subcommittee is

reviewing do not attract U.S. withholding tax.

When Lehman makes payments, whether pursuant to an equity swap or a stock loan, to
foreign counterparties referencing U.S. equities, Lehman complies with these rules. We
understand that Treasury and the IRS may now be considering whether these rules should be
changed going forward, including possibly advancing a new rule that would recharacterize some,
but not all, of these transactions. I can assure you that, to the extent that Treasury or the IRS

now changes these rules, Lehman will comply with those new rules.

Equity swaps and stock loan agreements are basic financial instruments that have been in
existence for decades and are critical to the proper functioning of today’s global capital markets.
There are many reasons—totally unrelated to withholding tax——why clients use these
instruments, Fundamentally, clients employ these instruments to gain economic exposure to
underlying assets without beneficially owning those assets. These instruments can provide
clients with leverage, operational and administrative efficiency, and other balance sheet and
regulatory capital benefits. In return, Lehman receives financing spreads and commissions as
appropriate. These financial instruments, like many others such as municipal bonds, offer tax

efficiency in certain circumstances — a result fully recognized by Treasury and the IRS.

In fact, however, most of Lehman’s equity swaps and stock loans have nothing to do with
U.S withholding tax efficiency. The overwhelming majority of Lehman’s equity swaps and

stock loans simply do not implicate U.S. withholding taxes at all because they have one or more
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of the following characteristics: (1) the counterparty takes a short, rather than a long, position;
(2) there is no distribution payment on the underlying referenced security; (3) the swap or stock
loan is not held by the counterparty over a dividend record date; (4) the underlying referenced
security makes a payment characterized for tax purposes as interest, which is generally not
subject to U.S. withholding tax; (5) the underlying referenced equity is a foreign, rather than a

U.S., equity; or (6) the counterparty is resident in the United States.

It has been well understood for years that even when these basic financial instruments do
reference underlying U.S. dividend-paying securities and are entered into as long positions by
non-U.S. counterparties over a dividend record date—a relatively small universe of transactions
at Lehman—they do not attract U.S. withholding tax under U.S. tax laws. As I stated earlier, the
basic rule for equity swaps, established by Treasury in 1991, is that payments made to non-U.S.
counterparties pursuant to these basic financial instruments must be sourced based on the
residence of the counterparty and, therefore, do not implicate U.S. withholding taxes. In
addition, an IRS administrative notice specifically exempts from U.S. withholding taxes in lieu
payments on stock loan transactions like the ones in which Lehman participated. These
fundamental rules — and the resulting tax treatment for certain counterparties — have long been
understood by market participants and, notably, the Department of Treasury and the Internal

Revenue Service.

Indeed, most, if not all, of the major Wall Street investment banks and commercial banks
engage in equity swap and stock loan transactions referencing U.S. underlying equities with non-
U.S. counterparties. Over the last 15 years, numerous commentators in widely-respected
taxation journals have addressed the withholding tax consequences of equity swaps similar to

those offered throughout Wall Street, including articles by the current Chief of Staff for the Joint



83

Committee on Taxation and his former law firm. In 1998, a Notice of Proposed Rulemaking was
published in the Federal Register that expressly addressed the same issue. It said (and I quote),
“Treasury and the IRS are aware that in order to avoid the tax imposed on U.S. source
dividends...some foreign investors use notional principal contract transactions based on U.S.

equities...Accordingly, Treasury and the IRS are considering whether rules should be developed

to preserve the withholding tax with respect to such transactions.” In May 2007, the Practicing
Law Institute hosted a panel focused specifically on the U.S. withholding tax aspects of equity
swaps and stock loan transactions. The presentation expressly set forth and extensively
discussed precisely the mechanics of the transactions the Subcommittee is now reviewing. That
panel included well recognized practitioners in the tax field including, most notably, a
representative from the IRS. Lehman has provided the Subcommittee with a copy of that panel’s

presentation.

Despite the IRS’ clear recognition for at least a decade that these financial instruments, in
certain circumstances, may have U.S. withholding tax implications, to date, no new rules
governing equity swaps or stock loan arrangements have been promulgated. This is not
surprising when one considers what a fundamental change any such new rules would present,
particularly if those new rules were to articulate circumstances warranting recharacterization of
certain transactions. Equity swaps and stock loans are, in fact, substantively different from
beneficial ownership of the underlying securities and have been so treated — in regulation and in
practice — for years. The challenge of recharacterizing an equity swap or stock loan transaction
is highlighted by the fact that in many instances Lehman Brothers did not hold the underlying
referenced assets in the equity swaps and stock loans at issue here. It is difficult to rationalize,

for example, a new rule that would impose a dividend withholding tax on an equity swap or
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stock loan payment in which neither party to the transaction actually held the underlying

referenced security or ever received a dividend.

1 should note, however, that even under existing law, Lehman exercised appropriate care
when entering into these financial instruments. Lehman consulted extensively with tax experts
both internally and at major Wall Street law firms, receiving both oral and written advice. Based
on the advice of its legal counsel, Lehman put in place guidelines and parameters governing the
use of these instruments. For example, Lehman instituted a minimum duration requirement and
established requirements governing the size of underlying baskets. Under the prevailing rules
applicable to equity swaps and stock loans, transactions meeting these guidelines should not be
recharacterized for tax purposes. In other words, according to the U.S. tax laws as currently
written, the payments made to non-U.S. counterparties pursuant to equity swaps must be sourced
based on the residence of the counterparty and, therefore, do not trigger U.S. withholding taxes.
Likewise, the type of in lieu payments made by Lehman on stock loans are specifically exempt

from withholding tax pursuant to the IRS administrative notice mentioned earlier.

Lehman made every effort to ensure that its equity swaps and stock loans complied with
these guidelines. Indeed, we know that in some situations clients approached Lehman in an
effort to transact in these instruments in a way that did not align with our product parameters —
for example, by seeking to hold a position for a very short period of time around a dividend

record date — and that Lehman refused to engage in those transactions.

But Lehman did even more than that. In October 2007, when David Shapiro, Senior
Counsel in the Treasury Department’s Office of Tax Policy, stated publicly that Treasury would
“welcome input” from the industry on the proper tax treatment for these instruments going

forward, Lehman responded. First, Lehman actively participated with the Securities Industry
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and Financial Markets Association (“SIFMA”) to help develop a framework on behalf of the
industry to analyze the appropriate tax treatment going forward for equity swap transactions.
This analytical framework was then shared with Treasury and the IRS. Second, Lehman
proactively and independently engaged the Treasury Department in constructive discussions
explaining the equity swap business and a possible new framework. Those discussions
culminated with Lehman’s submission earlier this year of a request to the IRS (pursuant to the
Industry Issue Resolution Program) for official guidance. I have attached a copy of that

submission with my written testimony.

As Isaid at the outset, if new rules governing the tax treatment of equity swaps and stock
lending transactions are promulgated, Lehman will comply with those new rules. In the
meantime, Lehman has made a concerted and good faith effort to comply with current tax law.

We will continue to do so in the days and months to come.

Thank you again for the opportunity to appear here today. I would be happy to answer any

questions you might have.
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LEHMAN BROTHERS

Tune 12, 2008

Iternal Revenue Service

Office of Prefiling and Techitical Services
Large and Mid-Size Business Division LM:PFT
Mint Building 3 Floor M3-420

1111 Constitution Avenue NW

‘Washington, DC 20224

Re: News Release 2008-31 (Industry Issue Resolution Program)
Dear Sir or Madam:

In News Release 2008-31 (March 3, 2008), the Intermal Revenue Service solicited the
submission of tax issues to be considered as part of the Industry Issue Resolution (“IIR™)
Program. We are writing to request that, under the HR Program, you consider publishing
guidance with respect to the withholding tax treatment of equity swap transactions referencing
U.S. equities and executed with foreign counterparties. In particular, we request that Treasury
and the IRS publish guidance describing the circumstances, if any, under which the IRS would
recharacterize an equity swap transaction and impose U.S. withholding tax on payments made to
a foreign counterparty with respect to such equity swap.

This is a significant issue that affects 8 wide range of financial institutions and non-US.
investors who regularly execute equity swap transactions over U.S. equities. We understand that
the IRS is conducting audits of financial institutions’ equily swap transactions with foreign
counterparties that' reference U.S. equities to detérmine whether there might be a U.S,
withholding fax liability with respect to those transactions. Published guidance would
significantly reduce the burden created by these audits on both the IRS and the relevant financial
institutions.

Since 1991, Treasury regulations have provided that payments received under niotional principat
contracts are sourced by reference to the residence of the taxpayer receiving the payments. This
sourcing rule reflects the Treasury's and the IRS" long-held view that notional principal contracts
in general and equity swaps in particalar are single indivisible financial instruments rather than a
collection of individual financial instruments. The IJRS and Treasury accordingly have not
disaggregated for U.S. tax purposes the constituent elements of payments made under equity
swaps. The residence-based sourcing rule applicable to equity swaps embodies these principles,
and reflects Treasury's and the IRS’ considered decision not to impose a withholding tax on
equity swap paymenis because, in many cases, a foreign counterparty bas relatively little capital

1307 AVERUE OF THIEAMERICAS, NEW VORK, NEW YORK 10019
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invested in-the transaction and primarily €amns net income as a result of changes in the market
values of the relevant equities. Although on at least two occasions Treasury and the IRS stated
they were considering prospective rules that would depart from the residence-based sourcing rule
for dividend equivalent amounts embedded in eguity swap. payments, ne action has been taken to
alter this rule.

We recognize that there may be fact patterns. for equity swap- transactions that could warrant
recharactetization and the imposition of U.S. withholding tax on payments made under such
equity swaps. There are no articulated standards, however, to guide taxpayers in ensuring that
their equity swap transactions are subject to the defanlt sourcing rule and not subject to
recharacterization. Again, providing guidance would climinate this uncertainty and reduce the
burden on the IRS and taxpayers by focusing current and future andits on a far more limited
universe of transactions, Without guidance, taxpayers can expect time-consuming, ‘expensivc
and wide-ranging audits on transactions where the linc between appropriate and inappropriate
has never been draw.

Given the longstanding use of equity swaps in the financial markets, we believe that guidance
addressing the facts dnd circumstances in which it would be appropriate to impose withholding
tax-on equity swaps'is long overdue, Inlight of the factual uncertainties underlying any potential
recast of an equity swap, we encourage Treasury and the IRS to designate this issue as a high-
priority industry issue and to develop guidance to fill the interstices between so-called “good”
and “bad™ equity swaps.

In light of the above, we respectfully request inclusion of this issuc in the HIR Program.
Consistent with our prior meeting, Leliman Brothers would be delighted to provide you with our
cooperation, our assistance and any -additional information that you might require to better
approach this issue. In addition, we have crafted a few specific proposals that we think might
assist in your efforts in this area, and we would be happy to share them: with you. You can reach
me at 212-320-7081 if you have any questions or would like to discuss this further,

Yours sincerely;

¥

Jol eRosa
Global Tax Director

cc:  Stephen R. Larson David H. Shapire
Associate Chief Counsel Senior Counsel, Financial Products
Internal Revenue Service Department of the Treasury
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Testimony of Matt Berke
Managing Director and Global Head of Equity Risk Management
Morgan Stanley
September 11, 2008

My name is Matt Berke. I am a Managing Director and Global Head of Equity Risk
Management for Morgan Stanley. Thank you for inviting Morgan Stanley to participate in
today’s hearing about dividend withholding tax policy and market practices. We have been
pleased to cooperate with the Subcommittee’s staff as it examined these issues over the last
several months, and I hope that I can be a useful resource to you today.

1 understand that the Subcommittee is focused on two issues: (1) whether industry
participants are complying with existing laws regarding dividend withholding obligations, and
(2) whether new laws and policies may be appropriate. Our understanding is that you are
principally focused on these issues with respect to two products: equity derivatives such as total
returns swaps and equity-linked certificates, and certain stock loan transactions.

I can only speak to my firm’s practices. Morgan Stanley believes that its practices in
these areas are in compliance with applicable tax laws and regulations. Compliance with the law
is the beginning of the analysis for our firm, though, not the end. Morgan Stanley is also
committed to doing business in a way that is consistent with our own corporate values. To that
end, we often review how we conduct these businesses, and of our own volition have changed
certain practices over time to become more conservative. We are always looking for ways to
improve and refine what we do and appreciate the opportunity to discuss our practices with you
today.

1 would like to begin by providing some background on the relevant tax laws and
regulations, then move to certain equity derivative products Morgan Stanley offers, then discuss
our stock-lending business, and finally touch on a few policy issues.

Tax Treatment of Equity Derivatives and Stock Loans

There are several well-accepted tax principles involved in the issues being discussed
today. When a non-U.S. investor owns a U.S. stock and receives a dividend payment on that
stock, withholding tax on the gross amount of dividends is imposed without allowing any
deduction for related investment expenses or for the corresponding reduction in value that
typically accompanies the payment of a dividend. The statutory rate is 30%, although the rate
can be reduced by tax treaty. For U.S. investors, by contrast, there is no withholding tax
imposed on dividend income.

Equity derivatives often track the performance of a U.S. stock, but do not generate U.S.
taxation on the dividend-related performance under current law. Based on our discussions with
the Subcommittee staff, we understand that you are principally interested in two types of
derivatives, namely “total retum swaps” and a form of equity-linked note known as
“certificates.” Under a total return swap, two parties agree to exchange total return performance
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(including dividend and other corporate actions) of the underlying stock, index or basket (the
“underlier”) in exchange for a stream of payments based on interest rates. The party that benefits
from positive stock performance is referred to as the “long side,” and the party that benefits from
negative stock performance is referred to as the “short side.” A certificate is a security under
which the investor receives a payment from a non-U.S. issuer equal to the value of a “linked”
underlying stock, index, or basket, and a percentage of any dividends paid on the underlier.

In the case of a total return swap, one of the elements that determines how swap
payments are calculated and netted is the dividend, if any, paid on the underlier. However, it is
well-established that the inclusion of an underlying dividend as part of the calculation that
determines swap settlement amounts does not give rise to U.S. taxation for a non-U.S. investor
on the long side of the swap. Similarly, gain from the sale or redemption of a certificate is not
subject to U.S. taxation for a non-U.S. investor.

The Subcommittee staff has also expressed an interest in stock lending transactions. In a
stock loan, the lender agrees to lend the security in return for collateral and a fee. The borrower
on-lends or uses the security to make delivery on a short sale or to cover a broker’s deficit. If the
stock pays a dividend, the borrower is obligated to pay the lender what is called a “substitute
dividend” equal to the amount of any dividend paid on the borrowed stock while the stock loan is
outstanding (in some cases subject to fees and tax-related adjustments). Substitute dividends
paid by U.S.-borrowers to non-U.S. lenders are subject to the dividend withholding tax when
paid by a U.S. borrower to a non-U.S. lender. Under IRS guidance, that tax can be reduced or
eliminated when the substitute dividend payment is made between a non-U.S. stock borrower
and a non-U.S. stock lender, depending on the U.S. tax treaty status of the two parties. That
guidance is found in IRS Notice 97-66, which was issued shortly after the IRS published
regulations treating substitute dividends paid to stock lenders as U.S.-source dividend income
when the underlying stock is U.S. stock.

Equity Derivatives

In recent years equity derivatives have become an increasingly important method of
trading worldwide. Equity investors can choose between owning physical stocks or investing in
financial instruments tied to the performance of those physical stocks, including total retumn
swaps and certificates. Critically, the key decision an investor makes is whether to risk capital in
the hope of obtaining an investment return from the price movement of the underlier. Only after
making this threshold investment decision does the investor confront the issue of the best means
by which to put such capital at risk.

Morgan Stanley’s involvement in swaps dates back at least into the 1990s. OQur overall
global swaps business involves onshore and offshore counterparties. Those counterparties take
both long and short positions on U.S. and non-U.S. stocks, baskets or indices. Some of the
underliers pay dividends and others do not. I will refer to the subset of swaps the Subcommittee
has focused on — long swaps by non-U.S. clients on single-name U.S. dividend-paying underliers
- as “swaps” in my comments today and in response to your questions, but, so there is no
misunderstanding, the swaps I am referring to are a small subset of our overall global swaps
business.
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There are a variety of reasons why many equity investors now choose to transact via
swap. One potential motivating factor is margin: leveraged purchases of physical securities in
U.S. markets are governed by formal margin rules that generally limit margin borrowing to a
specific percentage of the value of the securities held in the investor’s margin account, while
credit exposure in swaps is the subject of private agreement between counterparties. Swaps may
also offer an efficient way to invest in baskets or indices, or to invest in certain emerging foreign
markets. There are operational efficiencies associated with transacting in swaps. For some
investors there are tax benefits to investing through a swap.

Morgan Stanley’s swaps desk regularly enters into swap contracts with equity investors
who are motivated by one or more of these reasons. Under these contracts, where the
counterparty takes a long position, Morgan Stanley will be short. However, unlike the
counterparty that puts capital at risk in hope of obtaining an investment return, Morgan Stanley
typically has no interest in putting capital at risk. As a result, Morgan Stanley typically hedges
its exposure.

Morgan Stanley’s central focus in conducting our swaps business is to ensure that a long
investor in a swap actually has a swap position — not a physical ownership position in the stock
underlier. We are confident that we satisfy, and historically have satisfied, tax requirements
because of our policies on hedging and stock transactions with swap counterparties. With regard
to hedging:

e Morgan Stanley makes no commitment to a swap counterparty as to how, or even
whether, Morgan Stanley will hedge its swap position. We make no commitment to
acquire or retain physical shares. We may hedge by acquiring physical shares, we may
hedge through netting of swap positions that we hold with different counterparties, or we
may hedge through financial instruments with third parties. We may change the form of
our hedge at any time without the knowledge or consent of our counterparty.

s Morgan Stanley does not take voting instructions from any counterparty.

e The swap counterparty has no security interest in any asset Morgan Stanley may use to
hedge.

e Morgan Stanley documentation clarifies that there is no principal-agent relationship
between us and our swap counterparties.

With regard to stock transactions, Morgan Stanley’s swaps desk will not purchase
physical shares from a swap counterparty ~ known as “crossing in” — and will not sell physical
shares to the swap counterparty at the end of a swap — known as “crossing out.” Morgan
Stanley’s policy prohibiting crossing physical shares to or from our swaps desk when a swap is
entered or terminated further ensures that a swap investor actually has a swap position that could
not be recharacterized as a repurchase agreement or agency relationship (which would be taxed
differently). Our policy has never permitted investors to cross in physical shares upon entering a
swap and then cross shares back out to re-establish a long position when terminating the swap.
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Until 2005, we did permit either a cross in or a cross out.! We believe this policy ensured that
what we considered swaps could not be recharacterized as repurchase agreements or agency
relationships. However, as part of our desire to operate our business in a conservative manner,
and consistent with our business values, we moved in 2005 to eliminate crosses. We refused to
enter crossing transactions with investors with whom we had not crossed previously, and over
time also reduced down to zero the existing investors whom we allowed to cross. In light of these
policies, we believe that investors who wish to change from physical to swap form and then back
to physical on a temporary basis over dividend dates generally prefer to transact this business
with other financial institutions who, unlike Morgan Stanley, will undertake crossing trades.

The Subcommittee staff has asked us to estimate the amount of withholding taxes
avoided by counterparties transacting in swap form. We cannot do this because we have no way
to know how our counterparties would have acted if swaps were not afforded the tax treatment
that they are. For example, if an offshore holder of a U.S. dividend-paying stock could not
invest through a swap, it might choose to sell its stock before the dividend date and then, if it
wanted to continue its exposure to the stock, repurchase it after the dividend date. Alternatively,
some offshore investors might choose to focus largely on non-dividend-paying stocks, or on non-
U.S. stocks.

The Subcommittee staff did ask us to identify a subset of swaps lasting 21 days or fewer
that included a cross at either the initiation or termination of the swap. The Subcommittee staff
indicated that it believed this subset of transactions could be tax-related. We can offer some
rough estimates based on those transactions. From 2002 through 2007, Morgan Stanley paid
about $46 million in substitute dividends on those swaps. However, we know that many swaps
within this subset were entered into for a range of reasons other than tax considerations.

Certificates

As mentioned above, certificates are another commonly-traded financial instrument.
Since at least 2000, Morgan Stanley’s U.K. broker-dealer has made a market in certificates
issued by non-U.S. Morgan Stanley affiliates, under which the payment at maturity is tied to the
total return on an underlying stock, index or basket. The single name stock underliers have
almost exclusively been non-U.S. stocks.

Because a number of Furopean clients wish to trade in certificate form, they approached
us in 2004 and asked if we were willing to offer a certificate tied to the return of a U.S. underlier,
as certain other financial institutions were doing at that time. We agreed, establishing a
conservative structure under which we hedged with derivative instruments rather than by
purchasing physical shares from the certificate purchasers (or from anyone else). Under this
approach, there was no ownership by Morgan Stanley of shares that might be imputed to a
certificate holder under a repurchase agreement or agency theory. We used this structure again
for a certificate issue in 2007.

! We also allowed investors who had crossed in to cross out to cover an existing short

position. Such an investor would not be re-establishing a long position via physical ownership.

4
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The Subcommittee staff also asked about the volume of these tramsactions. Morgan
Stanley sold about 12.9 million certificates in the 2004 issuance, and 1.1 million certificates in
the 2007 issuance. In order to estimate the amount of dividend tax related to these purchases,
one must assume that the purchasers would otherwise have held physical shares over the
dividend date. There is no reason to believe this assumption is valid. Nonetheless, if each of the
certificate purchasers had instead chosen to hold that number of physical shares, in the 2004
issuance the total dividends would have been about $40 million. Similarly, with respect to the
2007 certificates, the total dividends would have been about $11.2 million.

Stock Lending

T understand that the Subcommittee is also interested in the tax treatment of certain stock
lending transactions, As in all of these businesses, Morgan Stanley believes it complies with the
relevant laws and regulations.

As one of the world’s leaders in equity financing services, Morgan Stanley is active in
borrowing and lending stocks inside and outside the United States. To satisfy our clients’ needs,
it is critical for Morgan Stanley to have access to stock borrows in order to facilitate clients’
short sale settlements and associated delivery obligations. To source such stock, we frequently
make arrangements with custodians to gain exclusive access to borrow stocks from portfolios or
groups of portfolios. This is a highly competitive market in which multiple brokers bid for
exclusive access to these portfolios. In order to be competitive, our bids must reflect the value of
all lawful uses of the stocks in the portfolios.

One such lawful use involves Morgan Stanley borrowing dividend-paying stocks and
then lending them to other financial institutions over dividend dates to earn a fee. This is an
intermediation business, with Morgan Stanley standing between custodial lenders and borrowers
and earning a spread between the cost of borrowing and the fees generated by our on-lending
At Morgan Stanley this trading is conducted by a desk in London, focused largely on non-U.S.
stocks but involving some U.S. stocks as well.

Morgan Stanley believes the borrowing and on-lending it does in this regard is compliant
with the applicable tax laws and regulations. Following the guidance provided by the IRS in
Notice 97-66, a Morgan Stanley affiliate organized under the laws of the Cayman Islands
borrows securities from custodians of asset owners organized in non-treaty countries and on-
lends to other counterparties organized in non-treaty countries. Transactions with counterparties
in 15% treaty jurisdictions are implemented through a Morgan Stanley affiliate organized under
U.K. law and eligible for U.S.-U.K. tax treaty benefits.

The Subcommittee staff asked about the volume of stock lending transactions including
payment of substitute dividends. From 2000 through 2007, the Morgan Stanley Cayman and
UK. affiliates discussed above paid about $2.4 billion in substitute dividends on U.S. stocks to
lenders in trades conducted in accordance with IRS Notice 97-66. We do not have access to
information concerning the taxation of actual dividends paid on this stock. Because we do not

2 Morgan Stanley currently sources stock for this transaction from third-party custodians.
Until 2006, Morgan Stanley also sourced stock from a limited number of asset owners for whom
Morgan Stanley itself acted as custodian.
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have that information, we cannot make any estimate of the amount of withholding tax potentially
avoided in connection with these transactions, or indeed whether any withholding tax has been
avoided at all.

Tax Policy Issues

As I stated at the outset, and as I believe my testimony reflects, Morgan Stanley believes
that its practices in these areas are in compliance with applicable tax laws and regulations.
Morgan Stanley takes no position on what those laws and regulations should be, and we have not
been involved in any discussions regarding these issues with the IRS. Nonetheless, it bears
mention that many of the issues the Subcommittee is confronting arise from the fact that the tax
treatment of dividends often differs from the tax treatment of alternative payments that are
determined with reference to dividends. Some have suggested a comprehensive rethinking of
taxation of capital investment returns to reduce the tax significance, to any investor, of whether a
return is or is not a dividend. Even in the absence of fundamental change, additional guidance
on structures that the IRS would either challenge or respect would be helpful, particularly for
organizations like Morgan Stanley who strive to conduct our business at the conservative end of
the spectrum.

This concludes my prepared remarks. I hope my testimony has been of assistance, and I
will be pleased to answer any questions.
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EQUITY SWAPS AND SECURITY LENDING

SEPTEMBER 11,2008

Good morning Chairman Levin, Ranking Member Coleman, and Members of the
Subcommittee, Thank you for the opportunity to appear before you today to discuss an
issue of great interest both to the Internal Revenue Service (IRS) and to this
Subcommittee — the practice of using certain financial instruments to reduce or eliminate
the U.S. withholding tax that applies to payments of dividends on U.S. stocks to foreign
persons.

Let me reiterate what [ have told this Subcommittee previously. I have made
international issues a top priority for the IRS for my five-year tenure as Commissioner.
Previously, I discussed broad themes and specific examples of the IRS’ investigations of
offshore activities.

For the past several years, the IRS has also been investigating the issues that are the
subject of this hearing. I am pleased to report on the current status of our efforts. Let me
also reiterate our appreciation for the support of the Members of this Subcommittee.

The transactions that the IRS and this Subcommittee are examining are extremely
complex, often involving multiple taxpayers, some of whom are foreign citizens located
outside the United States. Some of these transactions are conducted offshore between
counterparties that are both foreign entities, raising difficult jurisdictional questions.

With the growing complexity and sophistication of our financial markets, the tax
treatment of derivatives has become an increasing area of focus for the IRS, and we
appreciate this Subcommittee’s work on these issues.

This morning, I would like to describe some of the transactions we are now seeing. I will
then describe what we are doing to respond, and finally, I will discuss some of the
obstacles we are seeing as we move forward on these issues.
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Background

Unlike U.S. persons, who are subject to U.S. tax on their worldwide income, foreign
persons are generally subject to U.S. tax only on their U.S. source income. Income of a
foreign person that is effectively connected with the conduct of a trade or business in the
United States is taxed generally in the same manner as income of a U.S. person. For
example, if a foreign citizen directly operates an auto repair business in this country, he
or she is responsible for paying Federal income tax on the income earned in the United
States from that business, just like a U.S. citizen.

Special tax rules apply to passive investment income received by a foreign person. A
foreign person’s U.S. source income that is not effectively connected with a U.S. trade or
business generally is subject to a 30-percent withholding tax on the gross amount of the
payment, although there are significant exceptions to that general rule. The
determination of whether a particular payment to a foreign person is subject to U.S. tax —
and at what rate — is highly fact specific, due to the various statutory exemptions,
regulatory rules, and exemptions or lower rates provided by tax treaties.

For example, dividends from passive investments in stocks of U.S. corporations paid to
foreign persons are subject to U.S. taxation at a rate of 30 percent (unless reduced by a
tax treaty) on the gross amount of the dividend. By contrast, capital gains earned by
foreign persons with respect to passive investments in stocks of U.S. corporations are
generally exempt from U.S. tax by statute. Furthermore, income earned by foreign
residents with respect to “notional principal contracts™ (such as a total return equity swap,
described below) is generally considered to be from foreign sources under applicable
regulations (and therefore exempt from U.S. tax), to the extent the foreign person is not
engaged in a U.S. trade or business. In addition, most forms of interest paid to foreign
persons are not subject to the 30-percent tax on the gross amount of the payment. This is
primarily due to statutory exemptions, such as the exemptions for “portfolio interest” and
for interest from U.S. bank deposits. U.S. tax treaties also often further reduce or even
eliminate the withholding tax on passive investment income.

Some foreign taxpayers have attempted to structure their investments to reduce or
eliminate the 30- percent withholding tax. By using certain structured financial
transactions, foreign taxpayers can, under certain circumstances, earn income that is
economically attributable to a U.S. source dividend payment (which would be subject to
withholding tax if paid by a U.S. corporation directly to the foreign taxpayer) as some
other form of income that is exempt from U.S. withholding tax. Often, various types of
sophisticated financial transactions, including total return equity swaps, and securities
lending transactions are used.

The following are examples of these financial transactions.

e Total Return Equity Swaps — A total return equity swap is an executory contract
between two parties to exchange a series of cash flows, which derive their value
from a hypothetical (or “notional™) quantity of underlying stock. These contracts
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allow one party (typically referred to as the “long” party) to achieve the same pre-
tax economic effect it would have had if it had borrowed money from the
counterparty (typically a financial institution) to purchase a specified block of
stock.

For example, suppose a taxpayer wants to simulate the monetary benefits and
burdens of owning 100 shares of X Corporation stock for a year, and suppose the
X Corporation stock today is selling for $50 per share. The taxpayer could enter
into a one-year contract as the “long” party with a counter-party, usually a
financial institution, providing for periodic payments to be made by one party to
the other, calculated in the following manner:

(1) if the X Corporation stock appreciates in value during a given quarter, then the
institution will pay to the taxpayer an amount equal to that appreciation, so if X
Corporation stock appreciates to $55 during the first quarter, then, at the end of
that quarter, the institution will pay to the taxpayer $5 x 100 shares, which equals
$500;

(2) if the X Corporation stock instead depreciates during a given quarter, then the
taxpayer will pay to the institution an amount equal to that depreciation, so if X
Corporation stock depreciates to $44 during the first quarter, then, at the end of
that quarter, the taxpayer will pay to the institution $6 x 100 shares, which equals
$600;

(3) if X Corporation pays a dividend during a given quarter, then the institution
will pay to the taxpayer an amount equal to that dividend, so that if X Corporation
pays a dividend of $1.50 per share during the first quarter, then, at the end of that
quarter, the institution will pay to the taxpayer $1.50 x 100 shares, which equals
$150; and

(4) the taxpayer will pay to the institution an amount equal to some rate, such as
LIBOR, times the value of 100 shares of X Corporation stock at the beginning of
the quarter. LIBOR is the London Interbank Offered Rate which is the interest
rate that banks charge each other for fixed term loans. So if LIBOR is 4 percent
annually, at the end of the first quarter, the taxpayer will pay to the institution 1
percent x $50 per share x 100 shares, which equals $50.

Importantly, under the total return swap contract, these periodic payments are
netted. Consequently, these gross amounts do not represent the parties’ actual
entitlements or obligations (for example, in a bankruptcy court context), but rather
they are computational inputs that calculate the net/actual commercial
arrangement.

Furthermore, because of the uncertainty in the values underlying the computation
(e.g., the value of the underlying stock), at the inception of the contract, the
parties do not know who will make a net payment to whom.
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Because the taxpayer does not own X Corporation stock, the taxpayer has no right
to vote on corporate matters. Nevertheless, the taxpayer has synthesized the
monetary benefits and burdens of leveraged ownership; that is, without investing
any cash up-front, the taxpayer will gain if the value of X Corporation stock
increases, will lose if the value decreases, and will benefit if X Corporation pays a
dividend on its stock — just like an owner who borrows money to buy the stock
outright.

There are a number of legitimate uses of swaps. However, when a taxpayer enters
into a swap with the financial institution, receives a substitute dividend pursuant
to the swap, and then terminates the swap and buys the stock back from the
financial institution (“cross in, cross out"), taxpayers can expect the IRS to look
closely at whether the holder of the swap effectively owns the security on the
dividend record date and so is taxable on the dividend. This transitory divestiture
of the stock is an area of particular IRS scrutiny, as will be discussed in this
testimony.

Securities Lending — Securities lending transactions are common commercial
transactions of long standing in which the owner of a security “lends” the security
to another person, who typically sells the security to a third person in a “short
sale.” The borrower must thereafter return the borrowed securities (or their
equivalent) to the lender. During the time that the transaction remains open, the
borrower must also pay the lender amounts equivalent to distributions (e.g.,
dividends), which the owner of the security is entitled to receive during the same
period. In the case of stock loans, these are commonly called “substitute dividend
payments.”

As an economic matter, the lender still earns the same economic return as the
actual owner of the shares (i.e., it receives all of the price
appreciation/depreciation of the underlying security as well as the amount of any
distributions). From a tax perspective, by statute, the lender typically does not
recognize gain or loss upon execution of the loan. Furthermore, the lender is not
entitled to treat substitute dividend payments as actual dividends (e.g., recipients
of substitute dividend payments are not entitled to claim a dividends received
deduction or to treat them as qualified dividend income currently subject to
capital gains rates).

These transactions can involve a foreign person “loaning” dividend-paying U.S.
stocks to financial institutions that can result in such foreign persons avoiding
ownership of the stock on the dividend record date.

In general, the IRS considers “substitute dividend payments” made to lenders on
loans of U.S. equities to be U.S. source income that is subject to withholding tax.
However, recognizing that a single security can be lent multiple times (and
thereby generate multiple substitute dividend payments), Notice 97-66 was issued
to prevent the multiple (or “cascading”) imposition of tax on an amount that is
economically attributable to a single dividend distribution. The IRS is aware that
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some taxpayers are interpreting Notice 97-66 in a manner that permits the
payment of substitute dividends without the imposition of U.S. tax where such
exemption is not necessary to prevent the cascading tax that the Notice was
designed to prevent. The appropriateness of these positions and whether
withholding tax applies in international securities lending transactions is an
extremely fact-intensive determination, and does not lend itself to generalizations.
IRS audits in this area are complex, and labor-intensive. We have ongoing
investigations in this area and will continue to focus on ensuring that financial
institutions are following the applicable rules.

IRS Examinations

In 2007, the IRS initiated a number of focused examinations of financial institutions with
regard to the financial instruments and transactions that I described above (i.c., total
return swaps and securities lending). The immediate goal of these examinations is to
determine whether such financial institutions have failed in their responsibilities to
withhold tax on payments made to their foreign clients who may be liable for U.S. taxes
with respect to such payments.

In the course of these examinations, we have issued numerous information document
requests (IDRs) requesting information related to suspicious transactions. Depending on
the nature of the examination, these IDRs requested e-mails, power point presentations,
promotional materials, and other documents on selected financial transactions or
categories of transactions.

Under such IDRs, financial institutions are requested to review their swap and security
lending transactions to produce information and correspondence about certain
transactions that meet criteria that the IRS believes may reveal or may otherwise suggest
the incidence of potentially suspicious transactions.

In addition to the IDRs, the IRS has taken testimony from senior executives of the
financial institutions and plans to conduct further interviews during these examinations.
As noted above, these are extremely complex investigations that are still ongoing.

Analysis of Transactions

In administering the applicable tax laws in this area, the IRS must undertake a multi-
faceted analysis.

First, we are required to analyze and characterize a transaction under general tax
principles (e.g., tax ownership principles). Next, we must consider whether a transaction,
so characterized, is being treated by the taxpayer in a manner that comports with the
technical requirements of the statute and regulations. In this context, we are evaluating
how taxpayers and financial institutions structure stock sales and purchases that occur
around the same time as the execution and termination of certain swap contracts. This is
a complex and time-consuming process.
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Detection

One of the challenges we face in dealing with international issues and specifically as we
examine the transactions I described above, is that these transactions generally involve
foreign persons. Because these foreign persons are not always required to file U.S. tax
returns, it is often difficult to detect potential wrongdoing, but there have been some
recent developments that may improve our capabilities in this area.

The IRS is benefiting greatly from information from informants that are intimately
familiar with the activities of the taxpayers and the nature of the transactions. Overall,
the number of informants coming forward on all issues has increased dramatically since
the significant changes adopted by Congress in the Tax Relief and Health Care Act of
2006.

Finally, when we identify foreign persons who may be inappropriately avoiding U.S. tax,
we are often able to gather information on those foreign individuals through our tax treaty
and Taxpayer Information Exchange Agreement (TTEA) network, which I discussed at
this Subcommittee’s hearing on July 17, 2008.

Challenges in Moving Forward

The most significant challenges the IRS faces in reviewing cases such as those involving
total return swaps and securities lending are the complexity of the transactions, the need
to evaluate factors on a case-by-case basis, and the difficulty in examining transactions
occurring outside the United States by parties located offshore.

In assessing potential liability, we must look at the fact pattern of each individual
transaction and in most circumstances the analysis is fact-intensive.

Finally, the issues presented by the existing regulations and Notice 97-66 are under
review by the IRS and the Treasury Department. It is disturbing whenever taxpayers
manipulate the tax code in a way that is contrary to the intent of the law. Our review of
the Notice will seek to determine whether it can be modified to retain the original intent —
the prevention of the cascading of U.S. withholding tax on substitute dividend payments
~ while preventing structures created to eliminate U.S. withholding tax on substitute
dividend payments.

Whether to adopt further published guidance necessitates a careful consideration of the
possible ancillary effects of that guidance. We must be careful as we look at potential
changes in the regulations to ensure that we are driving the proper type of behavior while
not impeding legitimate business transactions. This may mean that we have to make
difficult choices because changing regulations to address one problem may raise critical
issues in another area.

More broadly, we must make sure that any changes do not have unintended
consequences.
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Summary

Mr. Chairman, let me reiterate that the IRS is carefully examining a number of cases
involving the transactions that this Subcommittee has raised. We have received
thousands of documents from our information document requests, which we are
reviewing carefully. We have interviewed employees, outside counsel, and others to
determine what they can add regarding specific financial transactions.

I cannot predict where these examinations will lead, but I hope this Subcommittee
understands that despite the challenges I have discussed, we have multiple examinations
ongoing.

We appreciate the interest of this Subcommittee and I thank you for the opportunity to
appear before you today. 1would be happy to respond to any questions that you or any
Member of the Subcommittee may have.
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Each year, the United States loses an estimated $100 billion in tax
revenues due to offshore tax abuses.! The U.S. Senate Permanent
Subcommittee on Investigations has examined various aspects of this
problem, including how U.S. taxpayers have used offshore tax havens to
escape payment of U.S. taxes. This Report focuses on a different subset
of abusive practices that benefit only non-U.S. persons, have been
developed and facilitated by leading U.S. financial institutions, and have
been utilized by offshore hedge funds and others to dodge payment of
billions of dollars in U.S. taxes owed on U.S. stock dividends.

! This $100 billion estimate is derived from studies conducted by a variety of tax experts. See,
e.g., Joseph Guttentag and Reuven Avi-Yonah, “Closing the International Tax Gap,” in Max B.
Sawicky, ed., Bridging the Tax Gap: Addressing the Crisis in Federal Tax Administration (2006)
(estimating offshore tax evasion by individuals at $40-$70 billion annually in lost U.S, tax
revenues); Kimberly A. Clausing, “Multinational Firm Tax Avoidance and U.S. Government
Revenue” (August 2007) (estimating corporate offshore transfer pricing abuses resulted in $60
billion in lost U.S. tax revenues in 2004); John Zdanowics, “Who’s watching our back door?”
Business Accents magazine, Volume 1, No. 1, Florida International University (Fall 2004)
(estimating offshore corporate transfer pricing abuses resulted in $53 billion in lost U.S. tax
revenues in 2001); “The Price of Offshore,” Tax Justice Network briefing paper (March 2005)
(estimating that, worldwide, individuals have offshore assets totaling $11.5 trillion, resulting in
$255 billion in annual lost tax revenues worldwide); “Governments and Multinational
Corporations in the Race to the Bottom,” Tax Notes (Feb. 27, 2006); “Data Show Dramatic Shift
of Profits to Tax Havens,” Tax Notes (Sept. 13, 2004). See also series of 2007 articles authored
by Martin Sullivan in Tax Notes (estimating over $1.5 trillion in hidden assets in four tax havens,
Guernsey, Jersey, Isle of Man, and Switzerland, beneficially owned by nonresident individuals
likely avoiding tax in their home jurisdictions): “Tax Analysts Offshore Project: Offshore
Explorations: Guernsey,” Tax Notes (Oct. 8, 2007) at 93 (estimating Guernsey has $293 billion
in assets beneficially owned by nonresident individuals who were likely avoiding tax in their
home jurisdictions); “Tax Analysts Offshore Project: Offshore Explorations: Jersey,” Tax Notes
(Oct. 22, 2007) at 294 (estimating Jersey has $491 billion in assets beneficially owned by
nonresident individuals who were likely avoiding tax in their home jurisdictions); “Tax Analysts
Offshore Project: Offshore Explorations: Isle of Man,” Tax Notes (Nov. 5, 2007) at 560
(estimating Isle of Man has $150 billion in assets beneficially owned by nonresident individuals
who were likely avoiding tax in their home jurisdictions); “Tax Analysts Offshore Project:
Offshore Explorations: Switzerland,” Tax Notes (Dec. 10, 2007) (estimating Switzerland has
$607 billion in assets beneficially owned by nonresident individuals who were likely avoiding
tax in their home jurisdictions).
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Using phrases like “dividend enhancement,” “yield enhancement,”
and “dividend uplift” to describe their products, U.S. financial
institutions have developed, marketed, and profited from an array of
transactions involving multi-million-dollar equity swaps and stock loans
whose major purpose is to enable non-U.S. persons to dodge payment of
U.S. taxes on U.S. stock dividends. In addition, many of the offshore
hedge funds that have benefited from these abusive transactions appear
to function as shell operations controlled by U.S. professionals who are
helping them dodge U.S. dividend taxes. Six case histories illustrate the
scope and nature of the offshore dividend tax abuse problem.

L. EXECUTIVE SUMMARY
A. Subcommittee Investigation

The Permanent Subcommittee on Investigations has a long history
of examining offshore tax abuses. Twenty-five years ago, for example,
in 1983, under Chairman William Roth, the Subcommittee held
landmark hearings exposing how U.S. taxpayers were using offshore
banks and corporations to escape U.S. taxes.> More recently, in March
2001, the Subcommittee took testimony from a U.S. owner of a Cayman
Island offshore bank who estimated that 100% of his clients were
engaged in tax evasion, and 95% were U.S. citizens.” In July 2001, the
Subcommittee examined the historic lack of cooperation by some
offshore tax havens with international tax enforcement efforts and their
resistance to divulging information needed to detect, stop, and punish
U.S. tax evasion.”

In 2003, the Subcommittee held hearings showing how some
respected accounting firms, banks, investment advisors, and lawyers had
become tax shelter promoters pushing the sale of abusive tax
transactions, including some with offshore elements.’ Tn 2006, the
Subcommittee examined six case studies illustrating how U.S. taxpayers
were utilizing U.S. and offshore tax and financial professionals,
corporate service providers, and trust administrators to hide assets

% See “Crime and Secrecy: The Use of Offshore Banks and Companies,” hearing before the U.S.
Senate Permanent Subcommittee on Investigations, S.Hrg. 98-151 (Mar. 15, 16 and May 24,
1983).

3 See “Role of U.S. Correspondent Banking in International Money Laundering,” hearing before
the U.S. Senate Permanent Subcommittee on Investigations, S.Hrg. 107-84 (Mar. 1,2 and 6,
2001), testimony of John M. Mathewson, at 12-13.

% See “What is the U.S. Position on Offshore Tax Havens?” hearing before the U.S. Senate
Permanent Subcommittee on Investigations, S.Hrg. 107-152 (July 18, 2001).

* See “U.S. Tax Shelter Industry: The Role of Accountants, Lawyers, and Financial
Professionals,” hearing before the U.S. Senate Permanent Subcommittee on Investigations,
S.Hrg. 108-473 (Nov. 18 and 20, 2003).
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offshore.® Earlier this year, the Subcommittee held hearings showing
how some tax haven banks have employed banking practices that
facilitate tax evasion by U.S. clients.’

The Subcommittee began its investigation into offshore dividend
tax abuse in September 2007. Since then, the Subcommittee has issued
more than a dozen subpoenas and conducted numerous interviews of
financial institution executives, tax attorneys, hedge fund managers, and
others. The Subcommittee has also consulted with experts in the areas
of tax, securities, and international law. During the investigation, the
Subcommittee reviewed hundreds of thousands of pages of documents,
including trading data, financial records, presentations, correspondence,
and electronic communications. Using this information, the
Subcommittee developed six case histories to illustrate the scope and
nature of the problem.

B. Abusive Dividend Tax Transactions

Offshore hedge funds and other sophisticated non-U.S. institutions
and companies are active players in the U.S. stock market, often hold
large volumes of U.S. stock, and are frequent recipients of U.S. stock
dividends. Because many are located in tax haven jurisdictions, they are
typically subject to a 30% rate of taxation on their U.S. stock dividends.
It is not surprising, then, that these non-U.S. persons have sought ways
to eliminate or reduce the 30% dividend tax, since to do so would
provide them with significant tax savings and greater yield on their
investments.

After reviewing practices at nearly a dozen financial institutions
and hedge funds,8 the Subcommittee uncovered substantial evidence that
U.S. financial institutions knowingly developed, marketed, and
implemented a wide range of transactions aimed at enabling their non-
U.S. clients to dodge U.S. dividend taxes.” Using a variety of complex

© See “Tax Haven Abuses: The Enablers, the Tools and Secrecy,” hearing before the U.S. Senate
Permanent Subcommittee on Investigations, S.Hrg. 109-797 (Aug. 1, 2006).

7 Sec “Tax Haven Banks and U.S. Tax Compliance,” hearing before the U.S. Senate Permanent
Subcommittee on Investigations (July 17, 2008).

¥ The financial institutions examined by the Subcommittee included Citigroup, Deutsche Bark,
Goldman Sachs, Lehman Brothers, Merrill Lynch, Morgan Stanley, and UBS. The hedge funds
included Angelo Gordon, Highbridge (a JPMorgan Chase affiliate), Maverick, Moore Capital,
and funds managed by the financial institutions listed above. The documents produced by those
entities and the interviews conducted by the Subcommittee show that the industry practices
described in this Report extend beyond the specific institutions reviewed. In particular, the
documents produced by the financial institutions include references to a large number of hedge
fund clients.

9 «U.S. financial institution” includes both financial institutions that are organized in the United
States and U.S. branches of foreign financial institutions.
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financial instruments, primarily involving equity swaps and stock loans,
these U.S. financial institutions structured transactions to enable their
non-U.S. clients to enjoy all of the economic benefits of owning shares
of U.S. stock, including receiving dividends, without paying the tax
applicable to those dividends. These structured transactions increased
the amount of dividend returns obtained by some of their non-U.S.
clients by 30% or more.'

The evidence also showed that use of abusive dividend tax
transactions is widespread throughout the offshore hedge fund industry.
Offshore hedge funds actively sought these abusive transactions,
negotiated the terms of the arrangements with the financial institutions,
and at times played one financial institution against another to elicit the
largest possible tax reduction. In addition, many of the offshore hedge
funds benefiting from these tax dodges did not maintain physical offices
or investment professionals in their offshore locations, and instead
operated primarily under the control of U.S. persons serving as the
fund’s general partner or investment manager. In these cases, U.S.
hedge fund managers and their employees often played key roles in
facilitating the offshore dividend tax abuse.

The purpose of this Report is not to condemn the use of complex
financial transactions that utilize stock swaps, stock loans, or other
forms of structured finance, which can be used for legitimate business
purposes such as facilitating capital flows, reducing capital needs, and
spreading risk. Instead, this Report attempts to identify abusive
financial transactions that have no business purpose other than tax
avoidance and to recommend measures to stop the misuse of structured
finance to undermine the U.S. tax code.

Abusive dividend tax practices took hold in the 1990s, and have
multiplied since, due to a variety of factors. These factors include the
lowering of the dividend tax rate in 2003, which resulted in more
companies paying dividends; the implementation of other tax code
changes, such as more favorable treatment of swaps, which encouraged
tax practitioners to think of ways to disguise dividend payments as swap
payments to avoid the 30% dividend tax rate; the proliferation of hedge
funds willing to engage in complex financial transactions; the
proliferation of “dividend enhancement” products offered by financial
institutions to attract and retain clients; the failure of regulators to keep
track of and regulate these new products to prevent abusive practices;
the general loosening of regulation and oversight of the financial
industry, including with respect to offshore activities; and the

1 1f one is entitled, for example, to a $70 dividend and receives $100 instead, the increase is
approximately 43%.
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willingness on the part financial institutions, hedge funds, and their legal
advisors to adopt more aggressive and abusive tax practices.

Abusive Stock Swap and Loan Transactions. The abusive tax
products examined by the Subcommittee were primarily associated with
stock swaps and stock lending transactions."’ These transactions varied
in form, complexity, and the degree to which they transgressed,
distorted, or undermined current tax law.

Abusive stock swap transactions essentially involve an effort to
recast a dividend payment as a swap payment in order to take advantage
of the favored tax treatment currently given to swap agreements
involving non-U.S. persons. Right now, under the U.S. tax code, while
U.S. stock dividends paid to non-U.S. persons are generally subject to a
30% tax rate, “dividend equivalents” paid to non-U.S. persons as part of
a swap agreement are not subject to any U.S. tax at all."

Abusive stock swap tax transactions seek to take advantage of this
disparity in tax treatment. For example, in one of the most blatant forms
of this type of transaction, a few days before a stock is scheduled to
issue a dividend, an offshore hedge fund sells its stock to a U.S.
financial institution and simultaneously enters into a swap agreement
with the financial institution, temporarily replacing its stock holdings
with a swap agreement tied to the economic performance of the same
stock. After the dividend is issued, the offshore hedge fund receives
from the financial institution a “dividend equivalent” payment under the
swap agreement equal to the full dividend amount less a fee. The fee,
charged by the financial institution, is usually tied to the tax savings, and
generally equals 3% to 8% of the dividend amount. The end result is
that the offshore hedge fund receives 92% to 97% of the dividend
amount instead of the 70% that it would have received if the 30% in
taxes had been withheld. A few days after the dividend date, the
offshore hedge fund terminates the swap agreement and repurchases the
stock, leaving the offshore hedge fund with the same status it had before
the transaction was undertaken.

This type of transaction is intended to enable the offshore client to
maintain the same economic benefits (including the receipt of dividend
payments) and market risks as owning the real stock, while dodging
payment of tax on the dividend equivalent payments. That the offshore

" The Subcommittee also identified other financial transactions, such as equity linked
certificates and certain stock option transactions using puts and calls, that were used by a few
financial institutions to enable their clients to dodge U.S. dividend taxes. These transactions are
discussed in brief in the case histories.

12 Treas. Reg. § 1.863-7(b)(1).



109

client enters into the swap agreement for only a short period of time
around the dividend period, and owns shares of the underlying stock
both before and after the swap, demonstrates that this type of transaction
has no purpose other than to avoid the dividend tax.

More complex variants of this transaction include a multitude of
parties, longer time frames, multiple stock sales, and coordinated pricing
to give the appearance of market risk and arms length dealing. These
elements have been added, as offshore hedge funds and U.S. financial
institutions have tried to disguise the true nature of the transactions and
avoid their recharacterization by the Internal Revenue Service (IRS) as
ones that are subject to dividend taxes.

Another effort to dodge payment of U.S. dividend taxes utilizes
stock lending transactions. In a typical transaction, a U.S. financial
institution uses an offshore corporation it owns and controls to borrow
U.S. stock from an offshore hedge fund. The offshore corporation
borrows the stock a few days before a dividend is issued, sells the stock,
and simultaneously enters into a swap agreement with its affiliated
financial institution. After receiving a tax-free “dividend equivalent”
payment under the swap agreement, the offshore corporation passes the
payment (now called a “substitute dividend”) back to the offshore hedge
fund from which it had borrowed the stock. Relying upon a
misinterpretation of an IRS notice on substitute dividends, the parties
then claim that no withholding of the substitute dividend payment is
required and the payment can be made tax-free. A few days after the
dividend payment, the offshore corporation returns the borrowed stock
to the offshore hedge fund which then regains the same status as before
the stock loan took place.

When this type of stock loan first began appearing, a vigorous
debate erupted among legal counsel and their clients about its
legitimacy. JPMorgan Chase told Morgan Stanley that the substitute
dividend payment was tax-free only if someone earlier in the stock loan
lending chain had paid the initial withholding. A potential client told
Merrill Lynch that its legal counsel had said the stock loan works “once,
maybe twice” but “repeated use, coincidentally around dividend
payment time, would provide a strong case for the IRS to assert tax
evasion.” He observed that, “it is the repeated ‘overuse’, e.g. pigs trying
to be hogs, that proves problematic.”

Red Flags. The Subcommittee reviewed a wide variety of stock
swap and loan transactions used to dodge payment of U.S. dividend
taxes. These transactions typically contained a number of red flags
signaling their abusive nature, including one or more of the following
features:
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o Short-Term Transaction. The transaction took place over a short
period of time during which U.S. stockholders received a dividend
distribution.

* Dividend Payments Over 70%. The financial institution and
client reached agreement on an explicit dividend payment rate
above the 70% rate normally available after application of the 30%
dividend withholding tax.

o Fees Tied to Tax Savings. The swap or stock loan pricing and
fees were tied to the amount of tax savings, measured by the
dividend taxes that were not withheld.

» Stock Replacement. Physical shares were sold before and then
reacquired after a dividend distribution, suggesting that the stock
“sale” was a sham.

o Sham Market Sales. The financial institution and client reached a
prior agreement on the sale or repurchase of U.S. stock through
third parties to give the appearance of a “market sale.”

e Prevention of Risk. The financial institution and client
coordinated their stock sales and repurchase transactions to
minimize or eliminate the risk of financial loss.

¢ Offshore Shell Company. In stock loan transactions, the financial
institution and client inserted an offshore shell corporation into the
middle of the transaction for no apparent purpose other than to
create an offshore structure aimed at eliminating dividend
withholding.

e Tax Risk Limits. The financial institution treated nonpayment of
dividend taxes as a “tax risk” and set a “risk limit” on the
aggregate amount of tax withholding avoidance that could be
incurred by the institution.

As a result of these abusive dividend tax transactions, non-U.S. persons,
including offshore hedge funds and offshore financial institutions, have
dodged U.S. taxes and secured benefits that were never intended or
contemplated under the U.S. tax code or the regulations and notices
issued by the IRS.

Limiting Tax Risk. Casting further doubt on legitimacy of these
transactions is the fact that a number of financial institutions and their
clients took steps to protect themselves financially against the possibility
that the IRS would challenge their transactions and require payment of
dividend taxes that were never withheld.
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One such protective measure taken by some financial institutions
was to establish a limit on the amount of financial exposure that could be
incurred by the institution from stock-related swaps and loan
transactions in which dividend amounts were paid but no tax was
withheld. To calculate their “withholding tax risk,” the financial
institution determined the amount of dividend tax that was not withheld
as a result of the transactions it arranged, and therefore the amount that
the institution might have to pay the IRS if the transactions were
invalidated or recharacterized. The institution then established the level
of withholding tax risk that it was willing to incur, and did not allow the
amount of withholding tax avoidance to exceed that limit. For example,
Lehman established an annual withholding tax risk limit of $25 million
on its stock loans, later raised to $50 million; it also set a $10 million
risk limit on one of its three types of swap transactions. UBS set a limit
of $72 million on its stock loans, while Merrill Lynch set a limit on its
stock loans equal to the first to be reached of “$50 million annual gross
withholding tax elimination” or “$25 million net withholding tax
(=gross withholding tax less [its] fees).” These risk limits show that
each of these financial institutions was enabling clients to dodge
payment of tens of millions of dollars in dividend taxes each year.

An additional protective measure against tax risk was undertaken
in connection with some stock loan transactions. The Subcommittee
uncovered evidence of several financial institutions that agreed to
indemnify their clients against any tax liability arising out of a stock
loan transaction that the institution claimed had eliminated the need to
withhold dividend taxes. Lehman Brothers and Morgan Stanley, for
example, each provided some clients with an indemnity agreement to
cover any tax liability, penalty, or interest that the IRS might
subsequently assess on substitute dividend payments under stock loan
where no dividend taxes were withheld. Some of these agreements also
gave the financial institution the right to take over the defense against
any IRS claim, and prohibited the indemnified parties from agreeing to
any tax settlement without the financial institution’s written consent. In
another instance, an offshore hedge fund associated with Goldman Sachs
apparently insisted that Merrill Lynch provide an indemnity agreement
to protect it against tax liability, and when the two parties were unable to
agree on its wording, that and other factors led to collapse of a proposed
stock loan transaction.

Fees and Profits. U.S. financial institutions offered abusive
dividend tax transactions to their offshore hedge fund clients, not only to
attract and retain their business, but also to profit from the fees. In one
instance, for example, a L.ehman Brothers employee hailed the 2004
announcement of a special dividend to be paid on Microsoft stock and
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declared, “the cash register is opening!!!!” A senior Lehman official
responded: “Outstanding. ... Let’s drain every last penny out of this
[market] opportunity.” The fees charged by the financial institutions for
swap, stock loan, and other transactions that enabled clients to dodge
U.S. dividend taxes typically included a portion of the dividend tax
“savings.” Morgan Stanley estimated that its 2004 revenues from its
dividend-related transactions totaled $25 million. Lehman calculated
that its Cayman stock lending operations produced a 2003 profit of $12
million, and projected doubling those profits the next year to $25
million. UBS estimated its 2005 profits at $5 million and predicted
double that amount in 2006. Deutsche Bank stated that, in 2007, its
stock loans alone had produced profits of $4 million. The direct fees
earned from these transactions are, however, only one reason why
financial institutions enter into them. In recent years, providing
dividend enhancement has become seen as increasingly necessary to
attract and retain clients.

Lost Tax Revenues. The IRS does not currently track abusive
dividend tax transactions, so the total volume of dividend payments
involved and the total amount of lost tax revenues each year are unclear.
Nevertheless, the information collected by the Subcommittee indicates
that the figures are substantial. For example, Morgan Stanley data
indicates that, over a seven-year period from 2000-2007, its dividend tax
transactions enabled clients to escape payment of U.S. dividend taxes
totaling more than $300 million. An internal Lehman Brothers
presentation estimates that, in 2004 alone, its transactions enabled clients
to dodge payment of dividend taxes of as much as $115 million. UBS
data on its stock loan transactions over a four-year period, from 2004 to
2007, indicate that its clients escaped payment of U.S. dividend taxes
totaling about $62 million. Providing a different perspective, the
investment manager of a group of related offshore hedge funds,
Maverick Capital Management, calculated that over an eight-year
period, from 2000 to 2007, it had entered into “U.S. Dividend
Enhancements™ with a variety of firms that enabled it to escape paying
U.S. dividend taxes totaling nearly $95 million. In another example,
Citigroup told the IRS that it had failed to withhold dividend taxes on a
limited set of transactions from 2003 to 2005, and voluntarily paid those
taxes which totaled $24 million. This figure does not take into account
tens of millions of dollars in additional dividends associated with its
other suspect “dividend uplift” swaps. Finally, as mentioned earlier,
several of the financial institutions established dividend withholding tax
risk limits that permitted each of them to conduct transactions that led to
unpaid dividend taxes totaling tens of millions of dollars per type of
transaction per year.
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These data points encompass different periods of time, different
types of transactions, and only a few of the financial institutions and
offshore clients engaged in dividend enhancement transactions. So
while this limited data is insufficient to extrapolate across the entire
industry, it is sufficient to establish that, over the ten-year period that
these abusive practices have been taking place, lost U.S. tax revenues
likely reach into the billions of dollars.

Inadequate Response. The Department of Treasury and the IRS
have failed to take effective action to stop dividend tax abuse. They
have failed to publish for ten years final regulations to address abusive
stock loans, failed to clarify existing regulations related to abusive
equity swaps, and failed to take enforcement actions against
participating financial institutions or their clients. The silence and
inaction of the Treasury Department and the IRS in the face of a
growing problem have encouraged the spread of offshore dividend tax
abuse. Much more is needed if U.S. dividend taxes are finally to be
collected from offshore stockholders.

C.Report Findings and Recommendations

Based upon its investigation, the Subcommittee staff makes the
following findings of fact and recommendations.

1. Findings

(1) Offshore Dividend Tax Abuse. For over ten years, some
U.S. financial institutions have been structuring abusive
transactions aimed at enabling their non-U.S. clients to dodge U.S.
taxes on stock dividends. U.S. financial institutions have
developed, marketed, implemented, and profited from these
abusive “dividend enhancement” transactions.

(2) Offshore Hedge Funds. Offshore hedge funds are frequent
participants in abusive dividend tax transactions, which have
become widespread in the hedge fund industry, and in too many
instances, their U.S, general partners or investment managers
facilitated their participation in such transactions for the express
purpose of dodging U.S. dividend taxes.

(3) Substantial Revenue Loss. Over the last ten years, offshore
dividend tax abuses have resulted in billions of dollars in lost tax
revenues for the U.S. Treasury.

(4) Inadequate Response. The Department of Treasury and IRS
have failed to take effective action to stop offshore dividend tax
abuses, having failed to publish for ten years final regulations to
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address abusive stock loans, failed to clarify existing regulations
related to abusive equity swaps, and failed to take enforcement
actions against participating financial institutions and their clients.
The silence and inaction of the Treasury Department and the IRS
continues to encourage the spread of offshore dividend tax abuse.

2. Recommendations

(1) End Offshore Dividend Tax Abuse. Congress should end
offshore dividend tax abuse by enacting legislation to make it clear
that non-U.S. persons cannot avoid U.S. dividend taxes by using a
swap or stock loan to disguise dividend payments. This legislation
should end the abuse by eliminating the different tax rules for U.S.
stock dividends, dividend equivalent payments, and substitute

dividend payments, and making them all equally taxable as
dividends.

(2) Take Enforcement Action. The IRS should complete its
review of dividend-related transactions and take civil enforcement
action against taxpayers and U.S. financial institutions that
knowingly participated in abusive transactions aimed at dodging
U.S. taxes on stock dividends.

(3) Strengthen Regulation on Equity Swaps. To stop misuse of
equity swap transactions to dodge U.S. dividend taxes, the IRS
should issue a new regulation to make dividend equivalent
payments under equity swap transactions taxable to the same
extent as U.S. stock dividends.

(4) Strengthen Stock Loan Regulation. To stop misuse of stock
loan transactions to dodge U.S. dividend taxes, the IRS should
immediately meet its 1997 commitment to issue a new regulation
on the tax treatment of substitute dividend payments between
foreign parties to make clear that inserting an offshore entity into a
stock loan transaction does not eliminate U.S. tax withholding
obligations.
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II. BACKGROUND
A.Taxation of Dividends
1. Dividends Generally

A dividend is a distribution by a corporation of a portion of its
earnings to its stockholders, with the amount to be distributed based
upon the number of shares held by each stockholder. When a
corporation’s board of directors declares a dividend, it sets a date in the
future on which persons must be listed on its books as a stockholder in
order to receive the dividend. Called the “record date,” it determines
who is eligible to receive the dividend payment.” In order to be
recognized as owning stock on the record date, a stockholder must have
purchased the shares earlier, generally two business days before the
record date. This earlier date is the “ex-dividend date.”"

Dividends are paid by corporations in a variety of ways, most often
by sending a check to a stockholder’s specified address, crediting the
stockholder’s account at a financial institution, or reinvesting the
dividend amount in the purchase of additional shares of stock. If the
dividend recipient is a U.S. person, at the end of the calendar year, the
payor of the dividend must send a 1099 form to the stockholder and to
the IRS reporting the total amount of dividends paid to the stockholder
during the year, Stockholders must report all dividends received on their
tax return as part of their taxable income."

U.S. stock dividends are included in the gross income of an
individual or corporate taxpayer and taxed at the appropriate individual
or corporate income tax rate, each of which, in 2003, reached a
maximum of 35%. In 2003, Congress enacted legislation that lowered
the individual tax rate on U.S. stock dividends to 15% when paid to most
U.S. taxpayers.

2. Dividends Paid to Non-U.S. Persons

Different rules apply to stock dividends paid by U.S. corporations
to nonresident alien individuals or non-U.S. corporations, partnerships,
or other entities (hereinafter referred to as “non-U.S. persons”). First,
dividends paid to non-U.S. persons that are not connected with a U.S.
business are subject to a tax rate of 30%, absent a tax treaty between the

B See U.S. Securities and Exchange Commission, “Ex-Dividend Dates: When Are You Entitled
to Stock and Cash Dividends,” at http://'www.sec.gov/answers/dividen.htm.

14,

15 See LR.C 861(a)(2)(A).
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United States and the stockholder’s country of residence setting a lower
16
rate.

Second, U.S. tax law requires the 30% tax to be “deducted and
withheld at the source” of the dividend payment being made to the non-
U.S. person.'” The purpose of this requirement is to ensure that the tax
owed on the dividend payment is withheld and remitted to the IRS,
before the dividend payment leaves the United States, since the United
States is generally without authority to compel collection of U.S. taxes
outside of its borders.'® This tax withholding regime for U.S. stock
dividends has been in place for decades."

To ensure taxes on stock dividends are withheld in the United
States and remitted to the IRS before the dividend payment leaves the
country, U.S. tax law deems any person that has “control, receipt,
custody, disposal, or payment of any item of income of a foreign person
that is subject to withholding” to be a “withholding agent.”*® The law
also deems the withholding agent “personally liable for any tax required
to be withheld,” and makes the withholding agent jointly and severally
liable for the tax along with the non-U.S. person to whom the payment
was made, if the withholding agent fails to withhold and the non-U.S.
person fails to satisfy the tax liability.”’

The law requires the U.S. withholding agent to withhold the
appropriate amount of tax from the dividend payment, remit the
withheld amount to the IRS, and file a 1099 form with the IRS and the
dividend recipient identifying the amount withheld and the amount paid
to the non-U.S. person.” If the withholding agent mistakenly withholds
too much tax, the dividend recipient may obtain a refund from the IRS.”

16 Qee LR.C 871(a)(1)(A) and 881(a)(1); see also “United States Income Tax Treaties - A to Z,”
Internal Revenue Service (hereinafter “IRS”), at
http://www.irs.gov/businesses/international/article/0,,id=96739,00.html.

T1R.C. 1441(a) and (b), and 1442(a).
18 1d

' The first Federal withholding statute was enacted in 1913; the first comprehensive set of IRS
withholding regulations for nonresident aliens was issued in 1956. See “Tax Compliance:
Qualified Intermediary Program Provides Some Assurance That Taxes on Foreign Investors are
Withheld and Reported, But Can Be Improved,” Government Accountability Office, Report No.
GAO-08-99 (December 2007) (hereinafter “2007 GAO report”), at 6.

2 See Department of the Treasury, IRS, “Withholding Agent,” at
http://www.irs.gov/businesses/small/international/ article/0,,id=105005,00.html.

2t See Department of the Treasury, IRS, Publication 515, Withholding of Tax on Nonresident
Aliens and Foreign Entities (Rev. April 2007).

22 If the withholding agent is a non-U.S. financial institution operating outside of the United
States, other rules apply, including in some cases Qualified Intermediary agreements which may
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The withholding agent is generally obligated to withhold 30% of
any U.S. stock dividend paid to a non-U.S. person. This 30% tax rate
applies to many countries of residence, including most tax haven
jurisdictions, and also applies when a non-U.S. person’s country of
residence is unclear.* Certain countries, however, have negotiated a
lower tax rate with the United States, including for example, the United
Kingdom, which has a 15% tax rate imposed on stock dividends
received by its residents.

In 2003, the latest year with available data, about $42 billion in
U.S. stock dividends were paid to non-U.S. corporations, from which
only about 4.5% or $1.9 billion was withheld.”® The U.S. Government
Accountability Office has raised a number of issues related to the
apparent failure to withhold sufficient U.S. taxes related to dividend and
other payments sent abroad.”®

In the transactions reviewed by the Subcommittee, U.S. financial
institutions engaged in dividend-related swap and loan transactions with
a variety of sophisticated non-U.S. investors, including offshore hedge
funds, foreign financial institutions, certain Luxembourg mutual funds,
and large institutional investors such as pension funds, insurance
companies, and private equity funds. In addition, the U.S. financial
institutions sometimes engaged in abusive transactions on their own
behalf involving stock owned by their non-U.S. affiliates, working with
other financial institutions to carry them out.

B. Hedge Funds

Many of the abusive dividend tax transactions reviewed by the
Subcommittee involved a U.S. financial institution and an offshore
hedge fund. In the United States, hedge funds are lightly regulated,
private investment funds that pool investor contributions to trade in U.S.

specify different disclosure obligations. This investigation, however, is focused on U.S.
financial institutions acting as withholding agents.

* See IRS, Publication 515, supra note 21,
2 1d.

 See 2007 GAO report, at 23-24. GAO reports that, altogether in 2003, about $293 billion in
U.S. source income was paid to non-U.S. persons residing abroad. Id. at 1. Of that amount,
about $200 billion was paid to non-U.S. corporations. Id. at 23. Of that $200 billion, about $42
billion consisted of U.S. stock dividends. 1d. at 24. GAO does not specify what portion of the
remaining $93 billion paid to non-U.S. persons other than corporations consisted of dividend
payments.

% 1d. at 4-5, 14-15, 19-24.
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securities or make other investments.”” Most U.S. hedge funds are
structured as limited partnerships, in which the general partner manages
the fund for a fixed fee and a percentage of the fund’s gross profits, and
the limited partners function as passive investors.”® Some U.S. hedge
funds are structured as U.S. corporations that contract with an
investment manager to manage their investments. Most U.S. hedge
funds employ persons living in the United States to manage the fund’s
investments.

Many U.S. hedge funds are also associated with one or more
offshore hedge funds, often sharing the same general partner or
investment manager. These offshore hedge funds are typically
organized in a tax haven jurisdiction like the Cayman Islands which now
claims to host over 10,000 hedge funds, more than any other jurisdiction
in the world.*® Offshore hedge funds, when associated with a U.S.
hedge fund, often do not maintain a physical office or employ
investment professionals in their tax haven jurisdiction, but instead make
use of the same U.S. investment professionals used by their U.S.
counterparts.

In addition, since U.S. securities are denominated and traded in
U.S. dollars, offshore hedge funds often use one or more U.S. financial
institutions to act as their “prime brokers” and carry out their U.S.
securities transactions. It is these U.S. financial institutions that
typically act as the hedge funds’ withholding agents and arrange the
abusive stock swap and loan transactions reviewed in this Report.

Most offshore hedge funds use the services of a law firm, financial
firm, or corporate services provider located in their tax haven
jurisdiction to keep their client lists, subscription agreements, and other

2 For more information about hedge funds, please see “Tax Haven Abuses: The Enablers, the
Tools and Secrecy,” S. Hrg. 109-797 (Aug. 1, 2006), at 456.

% See Goldstein v. SEC, 451 F.3d 873, 875 (D.C. Cir. 2006); Report to Congress by Treasury,
Federal Reserve, and the SEC pursuant to Section 356(c) of the Patriot Act (Dec. 31, 2002 )
(hereinafter “Report to Congress™), at 19-24 (discussing hedge funds). Investors generally sign a
“subscription agreement” specifying the investor’s ownership interest in the fund, which may be
in the form of shares, limited partnership interests, or ownership units. See, ¢.g., Report to
Congress, at 20 in footnote 67, and at 22.

? The Cayman Island states that approximately 10,000 hedge funds are organized within its
borders, making the Cayman Islands the jurisdiction with the largest number of hedge funds in
the world. See Cayman Islands Monetary Authority, “The Navigator” Vol. 33, July 2008,
License Statistics as of 30 June 2008, available at

http://www.cimoney.com ky/section/default.aspx?section=PUB&id=2082#July08 lic_stats
(listing 10,037 mutual funds); Cayman [slands Monetary Authority, “Year in Review, 1 July
2006 — 30 June 2007 at 55 (stating that “Although Cayman Islands legislation refers to ‘mutual
funds,” the vast majority of the funds registered in this jurisdiction fall within the loose definition
of a *hedge fund.””).
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records offshore, and perform administrative functions. But it is not
uncommon for a hedge fund organized in a tax haven to have little more
than a post office box or a one-person office in that jurisdiction, and
operate on a day-to-day basis as a shell entity under the control of U.S.
persons acting as its general partner or investment manager.

With respect to U.S. taxes, U.S. hedge funds organized as
partnerships file 1065 informational tax returns with the IRS, and
provide information about gains and losses to their partners for inclusion
in the partners’ individual tax returns. U.S. hedge funds organized as
corporations generally file 1099 forms with the IRS reporting any
payments made to their clients.*® U.S. hedge fund clients are
responsible for including any realized hedge fund gains in their taxable
income.

Offshore hedge funds, on the other hand, are typically organized as
foreign partnerships or corporations, operate outside of U.S. tax law, and
do not file U.S. tax returns. Moreover, since most offshore hedge funds
are formed in tax haven jurisdictions, they typically pay little or no tax
in their home country. In 1999, the President’s Working Group on
Financial Markets noted that a significant number of hedge funds
operated in tax havens and may be associated with illegal tax
avoidance.”!

One of the few U.S. taxes that offshore hedge funds are subject to
are taxes on dividend payments related to their U.S. stock holdings.
These dividend taxes are supposed to be withheld by the U.S.
withholding agent before any part of the dividend payment leaves the
United States. But as shown in this Report, many offshore hedge funds,
with the assistance of U.S. financial institutions, participate in abusive
transactions aimed at enabling them to escape payment of most or all
U.S. dividend taxes.

C.Equity Swaps

One key type of transaction used by U.S. financial institutions to
help offshore clients, including offshore hedge funds, dodge payment of
dividend taxes involves swaps, which are a common type of derivative.
A derivative is a “bilateral executory contract with a limited term, the
value of which is determined by reference to the price of one or more

3 See LR.C. § 6042(a) (on reporting dividends), § 6045 (on reporting securities transactions),
and § 6049(a) (on reporting interest).

3! Report of the President's Working Group on Financial Markets, “Hedge Funds, Leverage, and
the Lessons of Long-Term Capital Management,” (1999), at 41, cited in Report to Congress, at
24,
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fungible securities, commaodities, rates, or currencies.”*2 Essentially, it
is a “wager with respect to the change in the price or yield of an
underlier.”®

Equity swaps are derivatives whose values are tied to the published
price of a specified stock or group of stocks. One of the most common
forms of equity swaps, and the type most often used in abusive dividend
transactions, is a total return swap. They are called total return swaps
because they are “agreement[s] in which one party (total return payer)
transfers the total economic performance of a reference obligation to the
other party (total return receiver).”* In other words, in a total return
swap that involves an equity swap, one party (called the “long” party)
agrees to pay an amount equal to any appreciation in the stock price plus
the amount of any stock dividends paid during the term of the swap,
while the other party (called the “short” party) agrees to pay any
depreciation in the stock price plus certain fees, which usually include
an interest component. The end result is that the swap provides the long
party with virtually all of the economic benefits and burdens of holding
stock without taking physical possession of the shares.”®

*2 Staff of the Joint Committee on Taxation, Present Law and Analysis Relating to the Tax
Treatment of Derivatives (JCX-21-08) 2 (2008).

¥1d,

3 International Swaps and Derivatives Association, Inc., “Product Descriptions and Frequently
Asked Questions,” at http://www.isda.org/educat/fags.htm! (last visited Sept. 1, 2008).

3% Recently, total return equity swaps have received heightened judicial scrutiny on the issue of
how they can be used to hide stock ownership. The U.S. District Court for the Southern District
of New York made the following observation in a 2008 case involving a dispute over whether
certain hedge funds should have disclosed their ownership interests in CSX Corporation, a
publicly traded U.S. company, “Some people deliberately go close to the line dividing legal from
illegal if they see a sufficient opportunity for profit in doing so. A few cross that line and, if
caught, seek to justify their actions on the basis of formalistic arguments even when it is apparent
that they have defeated the purpose of the taw. This is such a case.” CSX Corp. v. The
Children'’s Inv. Fund Management (UK) LLP, No. 08 Civ. 2764 (LAK), 2008 WL 2372693, at *1
(S.D.N.Y. June 11, 2008). In the case, two hedge funds “amassed a large economic position” in
CSX “without making the public disclosure required of 5 percent shareholder and groups by the
Williams Act.” Id. The funds had built their positions in the company using total return swaps
and argued that their swap holdings were not equivalent to stock holdings and did not require
them to disclose their ownership interests in the company. The Court disagreed. It examined the
swap agreements between one of the hedge funds and its counterparties which included eight
large financial institutions, Deutsche Bank AG, Citigroup Global Markets Limited, Credit Suisse
Securities (Europe) Limited, Goldman Sachs International, JPMorgan Chase Bank, Merrill
Lynch International, Morgan Stanley & Co. International ple, and UBS AG. The Court found
that “the evidence is overwhelming that these counterparties in fact hedged the short positions
created by the [total return swaps] with [the hedge fund] by purchasing shares of CSX common
stock . . . on virtually a share-for-share basis and in each case on the day or the day following the
commencement of each swap.” Id. at *4 FN 15 and *21. The Court stated that “[t]here are
persuasive arguments for concluding, on the facts of this case . . . that defendants beneficially
owned at least some and quite possibly all of the referenced CSX shares held by their [swap]
counterparties.” Id. at *1. However, the Court determined it was “unnecessary to reach such a
conclusion to decide this case,” holding instead that securities law “provides, in substance that
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As explained earlier, a dividend paid on the stock of a U.S.
company is treated as a U.S. source payment subject to taxation, since
the source of the dividend is the U.S. corporation that paid it. If the
dividend is to be paid to a non-U.S. person, the tax code requires the
dividend tax to be withheld by the payor — the withholding agent ~ and
remitted to the IRS.

In contrast, a swap is considered a “notional principal contract,”
and a 1991 regulation provides that the “source” of any payment made
under that contract is to be determined according to the country of
residence of the person receiving the payment, the potential taxpayer.36
This approach is the exact opposite of the one for stock dividends, and
turns the usual meaning of the word, “source,” on its head — since
instead of looking to the origin of the payment to determine its “source,”
the regulation looks to the payment’s recipient. For example, if a U.S.
financial institution makes a dividend equivalent payment under a swap
agreement to a Cayman Island hedge fund, the tax code would normally
treat that payment as a Cayman source payment not subject to U.S.
withholding taxes. The result is that dividend payments made to an
offshore recipient are taxed, while dividend equivalent payments made
to the same recipient under a swap agreement are not.

Many offshore hedge funds and some U.S. financial institutions
have sought to take advantage of the different source rules for dividend
versus dividend equivalent payments, in order to eliminate U.S.
withholding taxes on U.S. stock dividends. The most blatant type of
transaction is as follows. Before the record date on a stock dividend
payment, the offshore hedge fund sells its stock to a U.S. financial

one who creates an arrangement that prevents the vesting of beneficial ownership [of stock] as
part of a plan or scheme to avoid the disclosure that would have been required if the actor bought
the stock outright is deemed to be a beneficial owner of those shares. That is exactly what the
defendants did here in amassing their swap positions. In consequence, defendants are deemed to
be the beneficial owners of the referenced shares.” Id. at *1-2.

% Treas. Reg. § 1.863-7(b)(1). Treasury defines a notional principal contract as “a financial
instrument that provides for the payment of amounts by one party to another at specified
intervals calculated by reference to a specified index upon a notional principal amount in
exchange for specified consideration or a promise to pay similar amounts.” Treas. Reg. § 1.446-
3(c)(1)(i). The “specified index” refers to “(i) A fixed rate, price, or amount; (ii) a fixed rate,
price, or amount applicable in one or more specified periods followed by one or more different
fixed rates, prices, or amounts applicable in other periods; (iii) an index that is based on objective
financial information; and (iv) an interest rate index that is regularly used in normal lending
transactions between a party to the contract and unrelated persons.” 1d. at § 1.446-3(c)(2). A
“notional principal amount” “is any specified amount of money or property that, when multiplied
by a specified index, measures a party’s rights and obligations under the contract, but is not
borrowed or loaned between the parties as part of the contract.” Id. at § 1.446-3(c)(3). Swaps
tied to stock prices and dividend payments — called “equity swaps” or “equity index swaps” — are
explicitly included in Treasury’s definition of notional principal contracts. Id. at § 1.446-

3(0MO)
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institution. The offshore hedge fund also enters into a swap agreement
with the U.S. financial institution tied to the value of the stock just sold
and which is timed to end soon after the dividend is paid. The financial
institution agrees to pay the hedge fund an amount equal to any price
appreciation in the value of the stock plus any dividend payments during
the term of the swap, while the hedge fund agrees to pay the financial
institution an amount equal to any price depreciation in the value of the
stock plus a fee.

The parties treat the payments to the offshore hedge fund as
payments on a notional principle contract. Because the amounts are paid
to an offShore entity, the parties claim the payments are from a non-U.S.
source and, therefore, tax-free. After the dividend is paid and the
financial institution makes a dividend equivalent payment to the offshore
hedge fund, the swap is concluded. In some cases, the U.S. financial
institution then sells to the hedge fund an equivalent number of shares of
the stock that was the subject of the swap. Alternatively, the hedge fund
may be required to reacquire the shares of stock from another institution,
but arrangements may be made to ensure that it is able to pay the same,
or virtually same, price as the swap’s termination price. The end result
is that, soon after the swap is concluded, the offshore hedge fund regains
its physical shares of stock and is in the same position as before the
swap, but having pocketed a dividend equivalent without paying any tax
on it.

While the financial institution and hedge fund contend that this
transaction meets all of the requirements of a tax-free payment on a
derivative, the transaction could also be viewed as a sham in which the
financial institution simply passed through a stock dividend payment to
its client under the guise of a swap payment, for the sole purpose of
dodging the dividend tax.

D. Stock Loans

The second type of transaction used by U.S. financial institutions
to enable offshore clients to dodge payment of U.S. stock dividend taxes
involves stock loans. Securities lending or stock loans are standard
transactions within the securities industry, in which one party (“the
lender”) loans securities to another (“the borrower”).”” In a stock
lending transaction, the parties typically negotiate a fee to be paid by the
borrower to the lender for the loan of the shares. In addition, the
borrower typically supplies the lender with collateral for the loan of the

37 The stock loans reviewed by the Subcommittee were often governed by a standard lending
agreement used for most trades in the industry, called an Overseas Securities Lending Agreement
or Global Master Securities Lending Agreement.
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shares. The amount of collateral provided by the borrower is typically
equal to or greater than the value of the loaned securities, and may be
provided in a variety of forms, such as cash, securities, or a letter of
credit. If the collateral is provided in the form of cash, the lender
typically agrees to make a payment to the borrower at the end of the loan
reflecting not only the interest earned by the collateral over the term of
the loan, but also the loan fee.

While the stock loan is in effect, title to the stock is typically
transferred to the borrower. The borrower may use the stock for
whatever purpose it wishes, including selling the securities, and the
borrower typically controls the voting rights of the stock, and receives
any dividends that are paid during the term of the loan. In the abusive
transactions reviewed by the Subcommittee, as part of the loan
agreement, the borrower typically agrees to pass any dividends back to
the lender. The dividend payments made to the lender by the borrower
are called “substitute dividend payments.” ** Under current tax law,
substitute dividend payments are taxed in the same way as dividends,
with the source determined by looking to the origin of the dividend.”

If a substitute dividend payment is made to a non-U.S. person as
part of a stock loan transaction, however, U.S. tax law currently provides
that the substitute dividend payment “shall be sourced in the same
manner as the distributions with respect to the transferred security.”*® In
other words, substitute dividend payments are treated like standard
dividend payments and are sourced based upon the underlying equity.
That means, if a substitute dividend payment is made with respect to a
U.S. stock, that payment is considered U.S. based and is taxable, even if
paid to a non-U.S. person.

The regulation creating this rule for substitute dividend payments
was issued in October 1997. It was substantially similar to the rule that
had been proposed by the IRS and Treasury Department five years
earlier in 1992.* Upon its publication, tax practitioners immediately
expressed concern with the wording, warning that the provisions could
lead to over withholding in cases where the same shares of stock were

% A substitute dividend “is a payment, made to the transferor of a security in a securities lending
transaction . . . of an amount equivalent to a dividend distribution which the owner of the
transferred security is entitled to receive during the term of the transaction.” Treas. Reg. §
1.861-3(a)(6).

¥,

40 1d. See also “Dividends,” Department of Treasury, IRS, at
hitp://www.irs.gov/businesses/small/international/ article/0,,id=106181,00.htm].

*1 See Certain Payments Made Pursuant to a Securities Lending Transaction, 62 Fed. Reg. 53502
(Oct. 14, 1997).
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lent to multiple non-U.S. parties in concurrent transactions, a common
practice in stock loans. For example, if an offshore hedge fund loaned
shares of a U.S. stock to another offshore entity, 30% of any dividend
payment made to the offshore entity would have to be withheld by the
withholding agent making the dividend payment. Some tax practitioners
claimed that the 1997 regulation then required the offshore entity to
withhold an additional 30% on the substitute dividend payment passed
back to the initial lender, the offshore hedge fund. The result, they
claimed, was that the aggregate withholding amount would be greater
than the statutory tax rate of 30%. These tax practitioners expressed the
concern that there would be a “cascading effect” as substitute dividend
payments were made between a number of offshore entities in a lending
chain, and each withheld 30% of the substitute dividend amount passed
on to the next party. **

To resolve the concemn with potential over taxation from a
cascading withholding problem as described above, one month after
having issued the regulation, the IRS issued Notice 97-66, in November
1997, to “clarifly] how the amount of the tax imposed [on substitute
dividend payments made by one foreign person to another foreign
person] will be determined with respect to foreign-to-foreign
payments.”* In the Notice’s “Summary,” the IRS stated that it and
Treasury “intend to propose new regulations to provide specific -
guidance” on this topic and this Notice was intended to fill the gap until
such new regulations are promulgated.**

The IRS began the section on “Substitute Dividend Payments” by
stating that “{t]he final regulations were adopted to eliminate
unjustifiable differences between the taxation of similar economic
investments.”* The Notice then provided a formula for caiculating the
rate of taxation to be applied when a substitute dividend payment related
to U.S. stock is made between foreign parties:

“[T]the amount of U.S. withholding tax to be imposed . . .
with respect to a foreign-to-foreign payment will be the
amount of the underlying dividend multiplied by a rate equal

2 Specifically, if a lender in the Cayman Islands (CI') lent its securities to another Cayman
Islands entity (CI%), who then lent it to a third Cayman Islands entity (CI*) who lent it to a U.S.
financial institation. Upon receipt of the dividend, the U.S. financial institution would withhold
$30 and give CI® a $70 substitute dividend payment. CP would then be required to withhold
30%, and only pass back $49 to CI* who likewise would only pass back $34.30 to cl.

% IRS Notice 97-66, 1997-48 LR.B. at 8 (Nov. 12, 1997),
#1d.

1.



125

22

to the excess of the rate of U.S. withholding tax that would
be applicable to U.S. source dividends paid by a U.S. person
directly to the recipient of the substitute payment over the
rate of U.S. withholding tax that would be applicable to U.S.
source dividends paid by a U.S. person directly to the payor
of the substitute payment. This amount may be reduced or
eliminated to the extent that the total U.S. tax actually
withheld on the underlying dividend and any previous
substitute payments is greater than the amount of U.S.
withholding tax that would be imposed on U.S. source
dividends paid by a U.S. person directly to the payor of the
substitute payment.”*®

The Notice also stated: “The recipient of a substitute payment may
not, however, disregard the form of its transaction in order to reduce the
U.S. withholding tax.”*’ The Notice also stated that, based on this
formula, “substitute payments with respect to foreign-to-foreign
securities loans . . . that do not reduce the overall U.S. withholding tax
generally will not be subject to withholding tax. For example, no
withholding tax is required in situations where transactions are entered
into between residents of the same country.”*®

This Notice and its complex formula created confusion
among financial institutions and gave rise to a variety of
interpretations. Moreover, soon after it was issued, some U.S.
financial institutions and offshore entities began to take advantage
of the wording of the Notice to structure stock loan transactions
that they claimed eliminated all withholding tax on substitute
payments. These financial institutions took the position that a
literal reading of the IRS notice meant that a substitute dividend
payment made between two foreign parties located in jurisdictions
subject to the same withholding rate (generally either 30% or 15%)
was not subject to any withholding tax.

With the support of some law firms that issued opinions supporting
this interpretation of the IRS notice, these financial institutions designed
stock loan structures aimed at enabling offshore hedge funds to dodge
payment of U.S. stock dividend taxes. The first step in the structure was
that a U.S. financial institution used an offshore corporation that it
owned and controlled to borrow U.S. stock from an offshore client
anticipating a dividend. Then the offshore corporation borrowed the

%14,
T,

48 14
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stock prior to the dividend, sold the stock so that it would not have to
pay the dividend itself, and simultaneously entered into a swap
agreement with its affiliated financial institution. After the dividend was
issued, the financial institution paid a tax-free “dividend equivalent”
payment under the swap agreement to the offshore corporation which, in
turn, paid the same amount (called a “substitute dividend”) back to the
offshore client from which it had borrowed the stock. According to the
theory the financial institutions adopted, no withholding of the substitute
dividend payment was required because the substitute dividend payment
was between two foreign parties located in jurisdictions subject to the
same withholding rate. In short, the claim was that the substitute
dividend payment, like the dividend equivalent payment under the swap
agreement, was tax-free.

As this interpretation of the IRS notice became more widespread,
the use of such stock loan structures to dodge U.S. dividend taxes
mushroomed. Financial institutions such as Morgan Stanley and UBS
established offshore corporations in Jersey and the Cayman Islands
specifically for the purpose of transacting stock loans to achieve
“dividend enhancement.”

The problem, however, is that this interpretation of the 1997
Notice stands the Notice on its head. The IRS issued the notice to
eliminate the possibility that withholding on substitute dividend
payments by foreign parties would exceed the statutory withholding rate
of 30%. Now the same Notice is being used to establish a zero
withholding rate. This interpretation was never intended by the IRS.*

In addition, this interpretation of the notice was rejected by some
major law firms and financial institutions. When Morgan Stanley
offered a Cayman Island loan transaction to JPMorgan Chase, for
example, JPMorgan Chase replied in an electronic communication that,
“JPMorgan Chase’s interpretation of the US securities lending
regulations and Notice 97-66 (intended to solve the ‘cascading
withholding tax’ issue) is that some form of proof of withholding is
required.” It stated further that “the ability to rely on the notice
requires some showing of actual withholding.” Before agreeing to enter
into a stock loan agreement, JPMorgan Chase asked Morgan Stanley for
a representation that “appropriate U.S. taxes have been withheld” and an
agreement to indemnify JPMorgan Chase for any dividend withholding
taxes that may be assessed by the IRS.>' Morgan Stanley “has no reason

“ Subcommittee staff interview with IRS (Aug. 18, 2008).

3¢ Email from JPMorgan Chase to Morgan Stanley, Re: MSIL Lending (Jan. 9, 2002), MS-PSI*
020806-07.

.
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to believe it did not enter into an indemnification agreement with
JPMorgan Chase on the terms of the draft,” however they “have not
been able to locate the signed agreement.”*

Despite differing interpretations of Notice 97-66, increased use of
abusive stock loan transactions based on the Notice, and the IRS’ 1997
commitment to provide clarification on the tax treatment of substitute
dividend payments between foreign parties, no clarifying guidance has
been issued over the course of the following ten years. In the absence of
this guidance, the conflicting interpretations of the Notice have not been
resolved, and abusive dividend transactions using stock loans between
foreign parties have become widespread.

The fact that the IRS has failed to take decisive action to stop these
abusive stock loan transactions over this long period of time has led
some financial institutions to claim that the IRS has lost the authority to
challenge them. Sometimes referred to as the “Wall Street Rule,” some
within the financial industry assert that the “IRS cannot attack the tax
treatment of any security or transaction if there is a long-standing and
generally accepted understanding of its expected tax treatment.”
Neither the IRS nor the courts have ever accepted this doctrine,
however, in part because there are established ways to obtain the IRS’
analysis of a transaction, such as by requesting an IRS ruling. To the
Subcommittee’s knowledge, the first financial institution to make such a
request is Lehman Brothers, which sent a letter to the IRS making the
request in the summer of 2008.

III. SIX CASE HISTORIES OF DIVIDEND TAX ABUSE

To illustrate the abusive practices used to dodge U.S. stock
dividend taxes, the Subcommittee conducted an in-depth examination of
six case histories involving a variety of participants and a variety of
transactions over the last ten years. They focus on transactions devised
and carried out by Lehman Brothers, Morgan Stanley, Deutsche Bank,
UBS, Merrill Lynch and Citigroup. The case studies are intended to
provide an illustrative, rather than comprehensive, overview of the
dividend tax abuse problem, providing evidence of the many methods
employed to undermine dividend tax collection, the key role played by
U.S. financial institutions in enabling non-U.S. persons to dodge U.S.
dividend taxes, the competitive pressures to offer these transactions and

52 Email from Morgan Stanley’s legal counsel (Sept. 10, 2008).

%3 Emily A. Parker, Acting Chief Counsel, IRS, Remarks at the TE/LMSB Financial Services
Industry Conference (Sept. 22, 2003), available at http://www.irs.gov/pub/irs-utl/tei-92203 .pdf.
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their widespread use among non-U.S. clients, the volume of dividend
payments and unpaid taxes involved, and the steps that must be taken to
put an end to this entrenched offshore tax abuse.

A.Lehman Brothers Case History
1. Background

Lehman Brothers Holding Inc. (Lehman Brothers or Lehman) is an
international investment bank that is headquartered in New York City,
has 36 foreign offices,’ and employs over 28,000 people worldwide.*
At the end of its 2007 fiscal year, Lehman reported $691 billion in assets
and net income of $4.2 billion.*® Lehman is organized into three major
segments: Capital Markets, Investment Banking, and Investment
Management.”’” Its subsidiaries include Lehman Brothers Inc.,
Neuberger Berman LLC, and Neuberger Berman Management Inc.,*®
which are registered as broker dealers with the SEC.*> Lehman provides
prime brokerage services for many offshore hedge funds through its
Capital Markets Prime Services group.”’ Richard S. Fuld, Jr. serves as
Lehman Brothers’ Chairman and Chief Executive Officer.’

2. Dividend Tax Abusive Transactions

From at least 2000 until the present, Lehman Brothers has
developed, marketed, and implemented a variety of transactions, using
both swaps and stock loans, aimed at enabling offshore clients to dodge
U.S. dividend taxes. Lehman once estimated that, in 2004 alone, its
transactions enabled its clients to dodge payment of dividend taxes of as
much as $115 million.

Product Offerings. Lehman Brothers has employed a variety of
products to enable its offshore hedge fund clients to dodge U.S. dividend
taxes. These products include three swap transactions called the Single
Equity Swap (terminated in 2004 and a revised version, called the
“Single Stock Swap,” was introduced in 2005); Contract for Differences

** http://www.lehman.com/who/offices/Americas.htm.

%% Lehman Brothers Holding Inc., Annual Report on Form 10-K for the Fiscal Year Ended Nov.
30, 2007 at 14 (2008).

614,

T1d. at 3.
#1d. at 8.
9 1d. at 10.
®1d. at 6.
514, at 142.
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(“CFD” terminated with respect to U.S. stocks in 2004);°* and the
Lehman Performance Swap (“LPS” or Lehman Portfolio Swap); and two
stock lending transactions called the Cayman Islands Trades or “Cayco”
trades.”

With respect to the swaps, the single stock swap operates as a total
return swap. The LPS is a swap which references a basket of equities
and allows for the addition and subtraction of equities into the basket
without termination of the swap agreement. The CFD is a long-term
swap that operates under an annex to the standard swap agreement. It
references individual securities, but offers reporting, valuation, and other
operational features that aggregate each holding with other holdings
across a client’s account and provides reports in a fashion similar to the
way ownership of a security would be displayed.** Lehman managed
some of these transactions through its “Yield Enhancement Desk,”
which is part of its Equity Finance Group. It appears that Lehman
formalized its swap “enhancement” program in May 2000, when it
issued guidelines for equity swaps performed with offshore clients. At
the time of issuance, an official in the Equity Finance Group wrote: “To
the extent that we are to offer pricing to enhance a client’ US
[dividends], Richard or I should be involved in the process. This should
be viewed as a service that we expect to be paid for, and receive
incremental business for.”®’

The Lehman stock lending transactions were designed to exploit
the wording of IRS Notice 97-66, which a number of financial
institutions interpreted to mean that substitute dividend payments
between two foreign parties subject to the same withholding rate were
not subject to any withholding taxes at all. Lehman Brothers used a
Cayman Island corporation, called Lehman Brothers Equity Finance
(Cayman) Ltd., as the borrower in the trades. This corporation,
however, was a shell that had no physical office in the Caymans, no
Cayman employees, and little more than an address at the infamous
Ugland House. Instead, the trade operations were conducted through a

%2 While Contract for Differences is a generic name for a detivative product in many markets
throughout the world, including the United Kingdom, the CFD discussed here is a specific
Lehman Brothers swap product that referenced a U.S. stock.

% See Lehman Brothers, The Power of Synthetics (undated), Bates No. LBHIPSI00012296-320.
The Subcommittee’s review indicates that these products were used often, but not exclusively,
for dividend tax abuse purposes.

#1d.

% Email from Jeffrey S. Dorman, Lehman Brothers, to Bruce Giedra, Richard G. Story, and
David Crowe, copying Howard Blechman, all Lehman Brothers, RE: Equity Swaps, Bates No.
LBHIPSI00039837-40 (fourth email from top).
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Lehman Brothers office in Hong Kong, another offshore jurisdiction for
which the United States imposed a 30% dividend withholding tax rate.

The first of Lehman’s stock lending transactions utilizing its
Cayman corporation was initiated in 2000.% It was implemented with
clients in offshore jurisdictions where the withholding tax rate on U.S.
stock dividends was 30%. The Lehman Brothers Cayman corporation
would borrow stocks from clients in offshore jurisdictions where the
withholding tax rate on U.S. stock dividends was 30%. The Cayman
corporation would sell the stock to Lehman Brothers Special Financing
Inc. (LBSF), a Delaware entity. To hedge itself against the sale of the
stocks to LBSF, the Cayman entity would also enter into a LPS with
Lehman Brothers Finance Ltd., a Swiss entity. LBSF and LBF also
entered into a LPS with each other to hedge their positions. At the end
of the loan, the entities would unwind the swaps, the Cayman entity
would reacquire the stock from LBSF and return the stock to the client.
Other than the clients, all of the other participants in the trade were
Lehman Brothers entities.

Stock lending trades involving the second type of Cayman Islands
trades were initiated in early 2004.%” It was similar to the first trade, but
incorporated more third parties into the transactions and reduced the
number of the Lehman entities involved. The swap, sale, and repurchase
transactions involving the borrowed securities were completed with third
parties. A 2005 presentation prepared by Lehman’s Equities Finance
Group includes two detailed diagrams depicting the Cayman Island
trades.®® In 2003, Lehman’s Cayco stock lending operations produced a
profit of $12 million, and projected doubling those profits in 2004, to
$25 million.”

Tax-Driven Transactions. Lehman documents show that it
developed and aggressively marketed its dividend enhancement products
as a way for offshore hedge funds to dodge payment of the 30%
withholding tax on dividends.

A senjor Lehman official who headed the firm’s Hedge Fund
Services group, for example, told an offshore hedge fund client that its
CFD product was “a unique and simplified version of a Total Return

% Subcommittee staff interview of lan Maynard, Lehman Brothers (Apr. 3, 2008).
€7 Subcommittee staff interview of Bruce Brier, Lehman Brothers (Apr. 8, 2008).

6% Lehman Brothers presentation, “EFG US Dividend Exposures” (February 2005), Bates No.
LBHIPSI00002533-40, at 2539-40.

% Lehman Brothers presentation, “Equity Finance Yield Enhancement”(undated), Bates No.
LBHIPSI00174963-69.
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Equity Swap that gives [the counterparty] all the economic
upside/downside (price movement, dividends and corporate actions) of a
security without [the counterparty] having a physical position in that
security.””® He explained: “The CFD is usually used for yield
enhancement purposes (in this case [Lehman Brothers] hold[s] the
physical in a US entity and receive[s] 100% of the dividend which we
pass to you through the CFD, whereas you would only receive 70% if
you physically owned the stock in the [hedge fund’s] offshore fund).””’
An employee of another offshore hedge fund that entered into these
types of swaps with Lehman, when communicating with his colleagues,
put it more succinctly: “[A] c¢fd is used to circumvent the tax.”’*

On another occasion in August 2004, a member of Lehman’s
Prime Broker Sales team sent an email to the entire Prime Broker Sales
New York group stating: “There have been quite a few questions on our
yield enhancement structure so I put together an explanation of the
structures. There are two ways to yield enhance equities.”” The first
way is “using [the Lehman] SWAP/CFD product.”’* However:

“[t]he best method to enhance yield is our lending program.
[Lehman] would borrow the securities from the client, then
pay them 70% of the dividend and a stock loan fee of 18% of
the dividend which would gross them up to 88%. This is the
best structure, this is not a sale of the security only a loan so
no capital gain or loss issues, no reporting issues.””

In November 2004, one Lehman employee emailed another a
spreadsheet that “contains long positions for [an offshore hedge fund],
which [Lehman Brothers] currently buy|[s] into a swap to enhance [the
hedge fund’s] yield for dividends.””® The author asked the recipient to
“have a look at the top 5 to see if there is any withholding for a Cayman

" Email from Patrick Ryan, Executive Director, Hedge Fund Services, Lehman Brothers, to
James Thalacker, Highbridge Capital Management, LLC., CFD Presentation (July 20, 2004),
Bates No. LBHIPSI00033324.

.

72 Email from George Fink to Donna Howe, both of Angelo Gordon, Re: CFDs (Aug. 11, 2004),
Bates No. ANG-PSI-0001088 (middle email).

™ Email from John Carriero, Lehman Brothers, to Prime Broker Sales New York distribution
list, Lehman Brothers, (no subject) (Aug. 5, 2004), Bates No. LBHIPSI00034221.

MId.
B1d.

" Email from Anthony Demonte, Lehman Brothers, to Elizabeth Black, Lehman Brothers,
copying Patrick Ryan and Matt Baldassano, Lehman Brothers, Highbridge LPS Basket (Nov. 22,
2004), Bates No. LBHIPSI00036060-61 (original email).
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domiciled account.””” The request was made because Lehman was
“trying to identify trades where it makes sense to leave long positions in
[the hedge fund’s Lehman Brothers International Europe prime broker]|
account. Without reducing their yield.”

After the email was forwarded to other Lehman employees, a
member of the Lehman Hedge Fund Services group wrote the following
to a senior member of the Lehman’s Yield Enhancement Desk:

“[TThe 4 US securities below pay cash [dividends] but are not
subject to withholding since they are classified as hybrid
securities (for tax purposes). That would mean a Cayman
holder would not suffer 30% withholding and would have no
incentive to hold the positions in a synthetic structure. Right
now we are holding all of these securities in an LPS [Lehman
Portfolio Swap]. ... Based on this information I would like
to move the positions back to their PB [prime brokerage]
account but wanted to run it by you to see if I am missing
something. Would hate to do this and find out down the road
that [the hedge fund] owe[s] withholding tax on the
dividends.””

After it was determined that holding the securities in the LPS offered no
withholding tax advantage for the client, the manager approved the
move, demonstrating that a critical factor for placing and keeping
securities in the LPS was dividend enhancement.

On July 20, 2004, Microsoft Corporation announced that it
would issue a $3 special dividend on December 2, 2004. In
response to the Microsoft announcement, a senior member of
Lehman Brothers’ Equity Finance Products group outlined a
campaign for Lehman to sell its “dividend enhancement™ products
to non-U.S. institutions that wanted to avoid tax withholding on the
large dividend:

“The Opportunity: $10mn P&L on this name this year
Microsoft has declared a $3 dividend payable 2nd December
2004, subject to shareholder approval. . .. ILehman has
sourced 10mn shares to date from offshore sources with the

7 1d.

™ 1d. This client review apparently related to an effort by Lehman, whenever possible, to move
client securities out of swaps, which placed a demand on Lehman’s balance sheet assets, and into
the prime brokerage account, where the client would bear the cost of carrying the security.

7 Email from Patrick Ryan, Lehman Brothers, to Jan Maynard, Lehman Brothers, FW:
Highbridge LPS Basket (Nov. 29, 2004), Bates No. LHBIPSI00038360-61 (top emait).



133

30

intention of using this asset to delta hedge third party swaps
activity.”®

The plan was greeted with enthusiasm from other Lehman
officials. One of his superiors responded: “This summary is excellent.
am sure we will have a terrific result.”®' Later on, the Equity Finance
Products group official reported: “Good progress so far this morning. . .
. T have interest my side for over 30 [million] shares . . .. the cash
register is opening!!!!”** His boss responded: “Outstanding. We needed
a one off like this and hopefully this will meet our expectations. Let’s
drain every last penny out of this [market] opportunity. Please let me
know if I can help in any way.”®*

Shortly thereafter, as work was proceeding on transactions
related to the Microsoft special dividend, one Lehman employee
sent an email to multiple colleagues entitled “Dividend Strategy™
and addressed to “Dear Knights of the Dividend Round Table,”
leaving little doubt that the motivation of Lehman’s Microsoft
campaign was to maximize the dividend amounts returned to
clients.®

Lehman’s clients were also very clear that their motive in
participating in certain transactions was to avoid withholding taxes. One
Lehman employee sent an email to over 30 colleagues describing a
meeting with an offshore hedge fund client. He wrote: “re US
Business: [the hedge fund’s business size is] currently small now though
will dramatically increase during the summer of 2004. [I|nterested in
[Lehmag] product, specifically around grossing up of dividends to
100%.”

¥ Email from Jan Maynard, Lehman Brothers, to multiple Lehman colleagues, Microsoft
Strategy, (July 22, 2004), Bates No. LBHIPSI00002530-31 (original email).

8 Email from Jeffrey Dorman, Lehman Brothers, to Tan Maynard, Lehman Brothers, Re:
Microsoft Strategy, (July 22, 2004), Bates No. LBHIPSI00002530-31 (second email from
bottom).

82 Email from Ian Maynard, Lehman Brothers, to Jeffrey Dorman, Lehman Brothers, Re:
Microsoft Strategy, (July 22, 2004), Bates No. LBHIPSI00002530-31 (third email from bottom).

% Email from Ji effrey Dorman, Lehman Brothers, to Ian Maynard, Lehman Brothers, Re:
Microsoft Strategy, (July 22, 2004), Bates No. LBHIPSI00002530-31 (top email).

% Email from Bruce Brier, Lehman Brothers, to multiple Lehman Brothers colleagues, Dividend
Strategy, (July 30, 2004), Bates No. LBHIPSI00002502-03.

85 Email from Matthew Pinnock, Lehman Brothers, to numerous Lehman Brothers employees,
Marshall Wace Asset Management UK - Meeting - EFG Relationship Review and Development
Discussion (May 8, 2004), Bates No. LBHIPSI00032569-70.
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On another occasion, a Lehman employee sent an email to a
colleague stating, “we will trade today [Oct. 25, 2004], settle on the 28th
Record is the 29", ... They are absolutely looking for the div. ... fyi, the
only reason for [Highbridge, an offshore hedge fund] to swap is for yield
enhancement.”®

Another report noted that the client:

“estimates we won c. 40% of their yield enhancement trades
which they do with 3 providers including us. They would
prefer to do as much [yield enhancement] business here as
possible as the CFD product is much easier than doing total
return swaps elsewhere. ... Stressed that during div. season
they don’t have time to keep bidding back and forth on each
position so if we want to guarantee a position we need to
show them our best level immediately.”®’

In January 2005, a Lehman employee reported to the head of
Capital Markets Prime Services that a hedge fund client owned
three dividend paying stocks and “would like to do total return
equity swaps on the three positions to mitigate/eliminate the tax
withholding.”® Clearly, eliminating the payment of dividend taxes
was a key objective for both Lehman Brothers and its clients.

Marketing, Lehman used dividend enhancement transactions to
attract and retain hedge fund clients, often having to match or
outperform a competitor. For example, one Lehman employee wrote to
three others that:

“Special [Dividend] coming up. . .. There is a shareholder
vote on Oct 6th, the special div record date is not announced
at the moment. [Hedge fund client] looking for Yield
Enhancement on a large position. ... We need to be as
competitive as possible. They are 98 bid away from Lehman,
at the very least we need to match.”*

% Email from Anthony Demonte, Lehman Brothers, to James Metaxas, Lehman Brothers, RE:
Trade Confirm (Oct. 25, 2004), Bates No. LBHIPSI00110753-56.

& Email from Katie Gillham, Lehman Brothers, to multiple Lehman Brothers colleagues, CQS
Management UK - Entertainment - General catch up with their Finance team (July 28, 2004),
Bates No. LBHIPS100033591-92.

# Email from J effrey Seymour, Lehman Brothers, to John Wickham, Lehman Brothers, Total
Return Equity Swaps for Fortress Off-Shore Fund (Jan. 19, 2005), Bates No.
LBHIPSI00001474-76 (original email).

# Email from Anthony Demonte, Lehman Brothers, to Matt Baldassano, Ian Maynard, and Bob
Boraczek, all Lehman Brothers, MCIP (Sept. 1, 2005), Bates No. LBHIPSI00131584.
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The “98” refers to the percentage of the dividend payment that another
financial institution was apparently willing to provide to the offshore
hedge fund, instead of the 70% normally available after the 30%
withholding tax.

On another occasion, Lehman wrote to an offshore hedge fund
investment manager at Maverick Capital, after a meeting in which
dividend enhancement transactions had been discussed. In a section of
the letter regarding, “Dividend Enhancement Solutions,” Lehman wrote:
“We have a variety of solutions using swap and securities lending
vehicles [to] achieve yield enhancement. We propose Maverick provide

us an Interest List on a Weekly basis for possible enhancement trades.
90

A few years later, Lehman was doing business with the same
hedge fund, and a Lehman employee sent an email stating: “I notice that
you transfer some of your long position out around their upcoming
record dates to [a competitor]. I imagine that is because of the dividend
payment. [s there something we can do for you that they are? 1I'd love
to discuss if s0.”®' The hedge fund trader responded by asking: “Do
you have a dividend enhancement product for long or short US equities
in the offshore accounts?”®* The Lehman employee forwarded the
question to a colleague and asked him to call the hedge fund manager
“to discuss swaps” and “tell them about doing long swap/cfd business
around record date items so that they get enhanced div treatment on us
stocks and so they don’t have to move them out to [a competitor] as they
have been doing,”

At other times, rather than Lehman’s initiating the discussion, its
hedge fund clients pressed Lehman to arrange dividend enhancement
transactions for them. For example, in 2005, one hedge fund CEO sent a
message to Lehman asking: “[Alny word where you are with swaps and
CFDs? We have some deals that we need to get on to avoid withholding

9 Letter from Lehman Brothers to Maverick Capital (April 24, 2001), Bates No. MAV0000794-
99.

7! Email from Christopher Antonelli, Lehman Brothers, to Jim Chen, Maverick Capital
Management, Long Transfers (Jan. 30, 2004), Bates No. LBHIPS100134533-34 (original email).

%2 Email from Jim Chen, Maverick Capital Management, to Christopher Antonelli, Lehman
Brothers, Re: Long Transfers (Jan. 31, 2004), Bates No. LBHIPSI00134533-34 (middle email).

°? Email from Christopher Antonelli, Lehman Brothers, to Matt Baldassano, Lehman Brothers,
FW: Long Transfers (Feb. 4, 2004), Bates No. LBHIPSI00134533 (top email).
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on [dividends].”®* A Lehman employee responded: “We are getting
close, give me the names you would like to do. I will do my best.””

In 2002, an offshore hedge fund pressed Lehman to provide it with
100% of the dividend amount, instead of the 92% that had been offered.
In an email to colleagues, a Lehman employee wrote: “[Angelo Gordon,
an offshore hedge fund] called regarding the swaps that [were] discussed
on his [preferred shares]. He said he is being quoted by other brokers on
the street 100% dividend doing it via a total return swap as opposed to
the 92.5% we offered via CFD [a Lehman product]. ... He wants a call
back tomorrow either way so he knows how and with who to proceed.”

Risk and Regulatory Concerns. Throughout its promotion of
dividend enhancement transactions, internal documents show that
Lehman Brothers was aware of the tax risks posed by those transactions,
and tried to limit that risk by capping its financial exposure and by
adding features to its transactions to disguise their tax avoidance

purpose.

In September 2004, for example, a senior Lehman Brothers Equity
Finance official took a closer look at the firm’s CFD transactions and
identified “a number of areas for concern,” including Lehman’s “tax
exposure™:

o “The range of clients for whom we are guaranteeing 100%
on long dividends has increased significantly recently].]

e There would not appear to be any consistent requirements
around minimum holding periods and churning of
positions appears to be reasonably frequent. ...

o The annualised tax capacity numbers are in excess of circa
$15mn whereas a previous limit of $10mn was
recommended for this business. Feel that we need to
reduce exposures selectively and certainly cap the tax

exposure.””’

%% Bloomberg message between Pat Hess, University Capital Strategies Group, and Anthony
Demonte, Lehman Brothers (Mar. 28, 2005), Bates No. LBHIPSI00109857.

S

* Email from Steve Trommer, Lehman Brothers, to Alan Pace and Patrick Ryan, Lehman
Brothers, Swaps for Angelo Gordon (May 6, 2002), Bates No. LBHIPSI00020695-96 (original
email).

*7 Email from lan Maynard, I.ehman Brothers, to multiple Lehman colleagues, L.BSF Capacity
Using CFDs (Sept. 21, 2004), Bates No. LBHIPSI00018414-16.
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A few days later, the Equity Finance official made a number of
recommendations to address the identified tax risks. His
recommendations included the following:

¢ “Set a maximum capacity limit within which we as a
business will operate. This capacity limit will reflect a
maximum WHT [withholding tax] at risk number (the
30% number as the counterparties are largely offshore
entities) and will cover both CFD, LPS and single stock
swap product. My initial suggestion for Risk Capacity
threshold is $20mn. Given the fact that we are nearing this
limit it will not leave us with significant room for
expansion.

e ... [M]inimum holding periods of stock to avoid excessive
churning of stocks over dividend.”*

Shortly afterwards, Lehman revised its guidelines for dividend
enhancement transactions to stress features that would make it hard to
depict them as designed to dodge dividend taxes. A senior vice
president in the Equity Finance Group (“EFG”) with tax expertise
summarized the new guidelines for a colleague in an email:

“To summarize our discussion earlier today.

“First, there is no ‘silver bullet’ with respect to these issues
but rather relative risks that should be priced accordingly. For
lack of clarity, similar issues are present whether the
transaction is effected as a swap, future, securities loan, or
CED. The guidelines below apply to CFDs, Swaps, and
Securities Loans unless otherwise noted:

“1. The longer the better-3 to 6 months are the shortest
duration we should consider. One year or greater swaps are
preferred. CFDs are perps so this is not an issue. Longer
term swaps or perps which are habitually terminated
prematurely are suspect. Shorter term security loans are
acceptable since this is market practice.

*Email from Ian Maynard, Lehman Brothers, to Jeffrey S. Dorman, Lehman Brothers, and
Richard Story, Lehman Brothers, RE: LBSF Capacity Using CFDs (Sept. 23, 2004), Bates No.
LBHIPSI00017487-89. When asked about his concerns and recommendations as expressed in
his September emails, Mr. Maynard told the Subcommittee that after conducting a more detailed
review of the CFD and other transactions at issue, he believes the comments he made in 2004
were incorrect. Subcommittee interview of Jan Maynard, Lehman Brothers (Apr. 3, 2008 and
Aug. 20, 2008).
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“2. Swaps-single equity swaps should be avoided. Baskets
should generally exceed 20 referenced assets. Swaps that are
liked to distribution transactions can have 10 referenced
assets. Risk will be further reduced by including referenced
assets that: i. do not pay dividends, ii. are issued by non-US
corps, or iii. pay low dividend yields. For this reason, all
other things remaining constant, Swaps are lower risk than
CFDs.

“3. General background-offered transaction should be
viewed in light of existing customer background including i.
current notional balances, ii. trading patterns, iii. composition
of referenced assets, iv. ex-dates, etc.

“4. All transactions have residual risk which should be
priced accordingly. By definition, 100% dividend equivalent
payments under price the inherent risk.

“5. The lowest risk transaction is the distribution business.
Specifically. In this transaction LBIE borrows or buys vs.
swap from an 85% country and loans or sells vs. swap to an
85% country.””’

This same EFG vice president also had concerns about the stock
lending transactions Lehman was implementing from Hong Kong via the
Cayman Islands. In 2003, he explained to the head of Equity Finance
for Europe why certain features of the Cayman Trades were necessary to
reduce tax risk. For example, in response to a question about whether it
was necessary to use a person from the Hong Kong office, as opposed to
an office in another jurisdiction with the same tax rate (such as
Luxembourg), he answered:

“The reason for the bodies is to thwart any argument that these
entities are non-substantive shells. If a tax authority successfully
argued this withholding and other taxes could be due. ... Cayco is
a division of Hong Kong for US tax (check the box) which is why
the body can work in Hong Kong or Cayman.” '

When asked whether the Lehman employee had to be physically
present in Hong Kong, he explained: “Maximum reduction in US tax
risk if resident in Hong Kong. Moreover, if person stayed in Japan HK

*Email from Bruce Brier, Lehman Brothers, to Alan Pace, and others, Lehman Brothers, Yield
Enhancement Guidelines (Nov. 19, 2004), Bates No. LBHIPSI00017490-91.

100 Email from Bruce Brier, Lehman Brothers, to Richard Story, Lehman Brothers, RE: US
Cayman 70% Trade (May 25, 2005), Bates No. LBHIPSI00149673-76.
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entity could be considered to have a Japanese branch.”'®' He also
explained Lehman’s tax risk was reduced by a plan to trade baskets of
securities rather than a single type of security, and to include an
additional swap in the transaction:

“The safeguard issue is as follows: IRS is [sic] could argue
US withholding tax is due either on the in lieu made by
Cayco or the swap payment made by LBSF. This safeguard
applies to the swap payment. While the general rule is no
withholding on swaps the IRS could argue that LBSF is a
agent for Cayco and the dividends collected by LBSF are
really for Cayco’s. (i.e., the swap payment was in fact a
dividend payment). One existing safeguard is the use of
baskets instead of swaps. In addition to the basket safeguard I
proposed having LBSF sell and swap back so that LBSF
receives swap payments instead of actual dividends. Ifthe
IRS used the agent argument there would be no withholding
since Cayco could receive swap payments directly.
Unfortunately we have some regulatory issues here I am
analyzing.”'”*

In early 2005, the same EFG vice president explained why the
second version of the Cayman trade, with more third parties involved in
the transaction, reduced Lehman’s tax risk:

“It is not the Cayman borrow which makes this the best trade
for Lehman risk adjusted it is what Cayman or LBIE does
with the shares. That is to say the transfer to an unrelated
offshore broker dealer substantially reduces the US
withholding tax risk. This process, for lack of a better name,
is called “distribution.”'®

This EFG vice president also expressed concerns about Lehman’s
single equity swaps, which were finally halted in 2004. He later
explained some of the tax risks:

“While single equity swaps do occur in the market most US
tax lawyers would say such swaps warrant elevated attention
for a few reasons. First, the relevant regulations do not
comport particularly well with the single equity model.
Second, many finance and legal professionals in the industry

101 1d.
102 1d.

193 Brmail from Bruce Brier, Lehman Brothers, to Kevin Harrison, Lehman Brothers, RE:
Conclusion of US div meeting (Jan. 25, 2005), Bates No. LBHIPSI00175106-07 (top email).
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believe a single equity swap can be equated to a securities
loan. Ifthis were the case, US withholding would likely be
imposed on swap payments made from LBIE to hedge
funds.”w4

In addition to advising on the structures of the dividend
enhancement transactions to minimize their tax risk, the EFG vice
president cautioned colleagues against leaving a paper trail related to the
nature and purpose of the transactions being designed and implemented.
For example, when discussing the diagram of a Cayco trade sent to him
by a colleague, the attorney wrote back: “Personally, I would not
prepare anything and leave a trail '

Risk Limits. In January 2005, Lehman Brothers reorganized its
operations and created a Capital Markets Prime Services group, which
included the Equity Finance Group. Upon assuming control of the
group, the Capital Markets group head initiated a review of the group’s
services and activities. As part of this review, Lehman’s Equities
Finance Group prepared a presentation entitled, “EFG US Dividend
Exposures.”® One chart in the presentation describing Lehman’s
“Yield Enhancement US Business™ lists “Risk of Re-categorization™ as
one factor to consider, apparently referring to the risk that a tax authority
could recategorize Lehman’s swaps as transactions in which the
dividend tax should have been withheld and remitted to the IRS.'"””

As aresult of the review, Lehman decided to limit the use of its
CFD swaps to non-U.S. clients and non-U.S. securities; limit the new
single equity swap to portfolios of no more than 20 securities; and limit
the LPS to baskets of 20 or more stocks,'® changes apparently intended
to reduce the likelihood that the transactions would be noticed and
challenged by the authorities.

Because of its recognition of the tax risks associated with its
dividend enhancement transactions, Lehman also developed and applied
overall monetary risk limits on those trades. These limits imposed a cap

% Emait from Bruce Brier, Lehman Brothers, to Richard Story, Lehman Brothers, and Peter
Sugarman, Lehman Brothers, RE: US Total Return Equity Swaps for Fortress Off-Shore Fund
(Jan. 21, 2005), Bates No. LBHIPSI00001474-76 (top email).

105 Email from Bruce Brier, Lehman Brothers, to John Carriero, Lehman Brothers , RE: Cayco
(Apr. 7, 2004), Bates No. LBHIPS100040003-04 (top email).

1% 1 ehman Brothers presentation, “EFG US Dividend Exposures™ (Feb. 2005), Bates No.
LBHIPSI100002533-40.

107 14, at 2538, chart entitled, “Yield Enhancement US Business.”

108E mail from Melanie Nunn, Lehman Brothers, to multiple Lehman Brothers colleagues, Urgent
- Agenda - Synthetics Meeting Today (May 17, 2005), Bates No. LBHIPSI00012121.
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on the financial exposure that could be incurred by Lehman from
transactions in which dividend amounts were paid and passed onto a
client, but no tax was withheld or remitted to the IRS. The purpose was
to limit the amount of unpaid dividend taxes that Lehman might be held
liable for, as a withholding agent, if the IRS were to invalidate or
recategorize its transactions. For example, Lehman set a $10 million
limit on its CFD transaction for 2004, only to discover later that its
transactions had exceeded this limit by $5 million, for a total tax
exposure of $15 million.'” Lehman set separate limits on its stock loan
transactions, and as the transactions became more popular with
Lehman’s clients, adjusted those limits upward. For example, Lehman
established a $25 million limit on its Cayco trades in 2003, but doubled
that limit the next year to $50 million.""®

Lehman clients also sought to limit their financial exposure by
obtaining tax indemnification agreements from Lehman to protect
themselves against the imposition of any tax liability associated with
Lehman’s Cayman stock lending transactions. Lehman agreed to sign a
number of indemnity agreements with such clients as Citigroup,
Goldman Sachs Europe, JPMorgan Chase, and the Royal Trust
Corporation of Canada.'!

These and other documents make it clear that Lehman, as well as
its clients, viewed its dividend-related transactions as exposing the firm
to possible tax liability. Lehman nevertheless continued to engage in
these transactions.

Lost Tax Revenues. The dividend enhancement swap and stock
loan transactions implemented by Lehman proved to be very lucrative
for its clients, and quite costly for the U.S. Government. While
complete data is not available, documents produced to the Subcommittee
help illustrate the size of the problem.

In February 2005, as part of an internal review of Lehman
“dividend enhancement” products, Lehman’s Equities Finance Group
prepared a presentation entitled, “EFG US Dividend Exposures.”''> One

1B mail from Jan Maynard, Lehman Brothers, to Jeffrey S. Dorman, Lehman Brothers, and
Richard Story, Lehman Brothers (Sept. 21, 2004), Bates No. LBHIPSI00018414-16.

1% ¢hman Brothers, “Equity Finance Yield Enhancement,” (undated), Bates No.
LBHIPSI00174963-69.

11 gubcommittee interview of Lehman Brothers representative (Sept. 8, 2008); see also, e.g., US
Equity Lending Annex between Goldman Sachs Europe and Lehman Brothers Equity Finance
(Cayman) Ltd. (Oct. 15, 2003), Bates No. GS-PSI-00427-28.

121 chman Brothers presentation, “EFG US Dividend Exposures” (Feb. 2005), Bates No.
LBHIPSI00002533-40.
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chart, entitled “2004 Exposures,” listed Lehman’s five types of
dividend-related transactions (single stock swap, LPS, CFD, Cayco I and
Cayco II) and, for each, estimated the total amount of dividend payments
that had been passed through to clients and the total amount of
withholding tax that had not been paid, using a 30% tax rate.'”® The
Lehman chart estimates that the single stock swaps generated $1 million
in unpaid dividend taxes; the CFD swaps generated $24 million; the LPS
swaps generated $15 million; and the Cayco 1 stock loan transactions
generated $30 million. The Lehman chart indicates that no withholding
risk was associated with the Cayco I transactions so that there were no
unpaid taxes to report. However, the chart also estimates that L.ehman
forwarded $150 million in dividends to clients that year through the
Cayco II transactions, which at a 30% rate means that they generated
estimated unpaid dividend taxes totaling $45 million. Altogether then,
for the single year of 2004, with respect to the five types of Lehman
transactions analyzed in the chart, the amount of dividend taxes that
were not withheld and paid to the U.S. Government totaled $115

million.

Another, more narrow analysis conducted by Lehman Brothers for
the years 2004-2005, performed at the request of the IRS, identified a
smaller subset of transactions using L.ehman’s SES, LPS, or CFD swaps,
or its Cayman stock loans.'"* The transactions included in this analysis
were restricted to those that met the following criteria:

1. A Lehman entity acquired a U.S. dividend paying stock directly
or indirectly from a foreign counterparty, with settlement
occurring between seven days prior to the dividend declaration
date and the record date.

2. Lehman held the stock over the dividend record date and, after
the record date, directly or indirectly sold the U.S. equity back
to the foreign party.

Lehman calculated that, with respect to these specific dividend
enhancement transactions, it had paid a total of about $35 million in
dividend-based payments to clients and failed to withhold and remit to
the IRS at least $10 million in dividend withholding taxes.

1314, at 2535, chart entitled, “2004 Exposures.” When asked about this chart, Lehman indicated
that the figures were not based on specific data but consisted of general estimates that could
include some transactions that did not involve dividends and could have omitted some
transactions that should have been included.

U4 eman Brothers, Information Document Request Response to IDR IE-52 (Oct. 17, 2007),
Bates No. LBHIPSI00021476-78.
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Whether Lehman’s tax exposure in 2004 was $10 million, as
calculated in response to an IRS request, or $115 million, as estimated in
its own internal analysis, it is clear that Lehman knew its dividend
enhancement swap and stock loan products were built around enabling
its clients to dodge U.S. dividend taxes.

B. Morgan Stanley Case History
1. Background

Morgan Stanley is an international financial services firm, with
600 offices across 33 countries, headquarters in New York City, and
international centers in London, Tokyo, and Hong Kong, '* The
company took its current form in 1997 foliowing a merger with Dean
Witter and employs about 50,000 employees worldwide.''® It is
organized into three business segments, Asset Management, Institutional
Securities, and Global Wealth Management.""” It conducts its securities
transactions primarily through wholly-owned subsidiaries that include
Morgan Stanley & Co. Incorporated (MS&Co), a registered U.S. broker-
dealer.'"® Through its Institutional Securities segment, Morgan Stanley
provides prime brokerage services for offshore hedge funds and other
offshore financial institutions.'' For fiscal year 2007, it reported assets
of nearly $270 billion, and net income of $3.2 billion.'* The current
Chief Executive Officer and Chairman of the Board of Directors is John
J. Mack.'”!

2. Dividend Tax Abusive Transactions

From at least 1999 until the present, Morgan Stanley has
developed, marketed, and implemented a variety of transactions, using
swaps, stock loans, and equity linked certificates, aimed at enabling its
non-U.S. clients to dodge U.S. dividend taxes. In September 2005, a
Morgan Stanley internal presentation on its “U.S. Equity Swaps Flow
Business,” estimated that 34%, or a third, of its revenue came from

!5 See hitp://www.morganstanley.com/about/company/index.html.

16 Morgan Stanley, Annual Report on Form 10-K for the Fiscal Year Ended Nov. 30, 2007 at 1
(2008).

g, at 2.

181d. at 2 and 9.

19 gee id. at 4.
20714, at S-1 and S-2.

2d, at 12,
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dividend enhancement transactions.'* That presentation also indicated
that “Dividend Enhancement” swaps alone had brought in over $25
million in revenue for Morgan Stanley in 2004, and would bring in an
estimated $40 million in 2005.'%

Tax-Driven Transactions. In 1999, an investment advisor to
offshore hedge funds prepared an internal memorandum noting:
“Morgan Stanley has approached us about entering into stock loan
agreements that would minimize the adverse effects of U.S.
withholding.”"** In 2001, a Morgan Stanley employee sent a group of
colleagues an email entitled, “Trading Idea: Dividend Yield
Enhancement Swap for US Stock.”'® It stated: “Non-US investors
(resident in Hong Kong, Taiwan, Singapore, Cayman Islands, Jersey
etc.) typically suffer withholding tax on US dividends, ranging from 15-
30%,” and that “[i]nstead of buying/holding the stock directly, clients
can enter into a Total Return Equity Swap with Morgan Stanley and
achieve yield enhancement.”'*® These and other document suggest that,
from their inception, Morgan Stanley’s swap and stock loan “dividend
yield enhancement” products were aimed at enabling non-U.S. clients to
dodge U.S. dividend taxes.

These transactions continued over the following years. Documents
supplied to the Subcommittee by Citigroup, for example, in connection
with its decision, described below, to reimburse the IRS for unpaid
dividend taxes on certain stock swap transactions, identified swap
transactions between Citigroup and Morgan Stanley over a three-year
period, from 2003 to 2005, involving nearly $16 million in dividend
payments and $2.3 million in unpaid dividend taxes.'*’ These figures
related to Morgan Stanley’s dividend-related swaps with just one

counterparty.

122 Morgan Stanley Presentation to Global Financing Products Groupl[:] “U.S. Equity Swaps
Flow Business™ (Sept. 6, 2005), Bates No. MS-PSI 021298, at 3.

3 1d. at 5, When asked about the basis for these figures, Morgan Stanley told the Subcommittee
that the presentation had been compiled by the head of its U.S. swap trading desk using a “back
of the envelope™ analysis provided by its equity swaps head about why clients had entered into
certain swap transactions. Subcommittee staff interview of Alan Thomas, Morgan Stanley (July
2,2008).

124 Maverick memorandum, Dividend Enhancement Transactions, marked “Draft ~ As of
4/26/99,” prepared by Keith Hennington (Apr. 22, 1999), Bates No. MAV0001082-83, at 1082.

125 Email from Tommie Fang, Morgan Stanley, to numerous Morgan Stanley distribution lists
and employees, Trading Idea: Dividend Yield Enhancement Swap for US Stock (June 14, 2001),
Bates No. MS-PSI* 020758-60 (original email).

126 Id.

127 Citigroup untitled chart prepared for the IRS listing swap transactions from 2003 to 2005
(undated), Bates No. CITI_PSIWHTAX001460. See also discussion of Citigroup case history.
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In December 2005, an offshore hedge fund emailed Morgan
Stanley’s Institutional Equities Division stating that its “Global
Financials team are thinking of purchas[ing] a US name which pays a
special dividend of $6 and were wondering if they could potentially
swap it out to get a div [dividend] enhancement.”'?® The subject line of
the email was “Possible Div Enhance Trade.”'”® Morgan Stanley’s
Institutional Equities Division responded that it was willing to do the
swap and re-sell the stock to the hedge fund after the dividend was paid.
Its email stated that the hedge fund could “[o]pen pos[ition] by trading
straight into swap[.] After the div [dividend] ... [Morgan Stanley] can
cross the stock to the client[’]s [prime brokerage] acc[ount] if they do
not want to close out [their position.]”"*°

2004 Microsoft Dividend. Morgan Stanley’s knowing
participation in the development, marketing, and implementation of
transactions to facilitate nonpayment of U.S. dividend taxes by offshore
clients is also illustrated by its response to the Microsoft special
dividend. On July 20, 2004, Microsoft Corporation announced a $3
special dividend to be paid on December 2, using a record date of
November 17."*! The day after the announcement, the head of Morgan
Stanley’s trading desk for equity swaps emailed his colleagues urging
them to develop dividend enhancement swaps for the Microsoft
dividend. In a “WHY™ section, he explained: “Morgan Stanley can
enhance the dividend payout [to offshore hedge funds] from 70% to
100% through a total return equity swap.” He wrote: “This is a great
opportunity to highlight an application that is relevant to all dividend-
paying securities (not just MSFT).”"*? He noted that, due to U.S.
dividend taxes, the “bottom line” was that “[t]he incremental cost of
having a swap versus owning MSFT is either zero or minimal depending
on the client's situation.”'**

128 Email from Justine Ayling, Landsdowne Partners Limited, to Declan Ryan, Morgan Stanley,
Possible Div Enhance Trade (Dec. 14, 2005), Bates No. MS-PSI* 020744-46 (original email).

129 1d.

13 Email from Chirag Patel, Morgan Stanley, to the swap distribution list, copying the
“fpgswap” distribution list, Morgan Stanley, RE: Possible Div Enhance Trade (Dec. 14, 2005),
Bates No. MS-PSI* 020744-46 (second email from top). While this email clearly shows Morgan
Stanley’s knowledge of its client’s motivation for utilizing a swap transaction, Morgan Stanley
and the client did not cross shares on either end of the transaction they entered into.

31 Microsoft Corp., “Microsoft Outlines Quarterly Dividend, Four-Year Stock Buyback Plan,
And Special Dividend to Shareholders,” (July 20, 2004), available at
http://www.microsoft.com/presspass/press/2004/jul04/07-20boardPR.mspx.

2 Email from Alan Thomas, Morgan Stanley, to multiple Morgan Stanley distribution lists and
individuals, MSFT Total Return Swaps - FOR INTERNAL DISTRIBUTION (July 21, 2004),
Bates No. MS-PSI 000798-800.

133 1d.
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The head of Morgan Stanley’s equity swaps group urged early
action on the swaps, because while the record date for the Microsoft
dividend was November 17, transactions involving Microsoft stock had
to be completed by November 12, to ensure that each transaction cleared
the standard three business day settlement period for the purchase or sale
of securities.”** The following day, a senior member of Morgan
Stanley’s equity trading division sent an email entitled, “MSFT div
timing,” urging even quicker action due to tax considerations:

“Please note:

“This trade is more urgent than people are assuming. It
should be traded NOW. Here's why:

“Although the special is slated for November, we do NOT
want to put on trades close to record date. Tax risk increases
dramatically.

“The trade should be put on well in advance of the record
date.

“There is also a regular dividend in August, which presents a
perfect opportunity to get positioned in advance of the
special.

“Furthermore, we don't want to trade on top of that record
date, either.

“Bottom line, this is CURRENT BUSINESS, over the next 2-
3 weeks. Please do not let clients become complacent.

“ ... We have first mover advantage and need to close.”*
This email shows that Morgan Stanley was aware of the “tax risk”
associated with its dividend-related transactions, and sought to
avoid that tax risk by arranging swap trades that were not closely
associated in time with the November record date for Microsoft’s
special dividend or its regular dividend payment date in August.
By changing the timing, so that the swaps were not near in time to
the dividend distributions, the Morgan Stanley employee
apparently thought the firm could disguise the tax-driven nature of
the swaps.

B34 gee id.

135 Email from Jeffrey Penney, Morgan Stanley, to multiple Morgan Stanley distribution lists and
individuals, MSFT div timing (July 22, 2004), Bates No. MS-PST* 020727.
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On July 26, 2004, six days after the Microsoft announcement,
Morgan Stanley circulated a document internally identifying “2 different
trades that will allow a client to enhance the yield of their [Microsoft
dividend] to 2 different levels depending on their sophistication/risk
appetite.”" 6 Both trades were flexibly designed to incorporate a variety
of financial instruments such as swaps, certificates, single stock futures,
and options.”’

The first transaction, deemed the “US Trade,” allegedly provided
Morgan Stanley clients with 100% of the Microsoft dividend, but cost
between 20 and 50 basis points for financing and a $0.05 commission,
which was characterized as “negotiable.”™® The document estimated
that the two costs “will normally amount to about 5% of dividend,” so
the client would end up with 95% of the dividend amount.”*® The U.S.
Trade transaction was described as follows: “Client Sells shares to
Morgan Stanley. Morgan Stanley sells a derivative to the client.
Enhancement is passed back through the derivative. In order to receive
100% of dividend, on unwind, Morgan Stanley must sell stock back to
market (not the client) and close out the derivative.”'*’

The second Morgan Stanley transaction, called the “European
Trade,” allegedly provided clients in a 70% jurisdiction, such as the
Cayman Islands or Jersey, with 89% of the dividend amount, while
clients in an 85% jurisdiction, such as the United Kingdom, were told
they could obtain 92% of the dividend amount. The European Trade
transaction was described as follows: “Client sells shares (through a
broker) to Morgan Stanley. Morgan Stanley sells a derivative to the
client. Enhancement is passed back through the derivative. On unwind
the reverse occurs. Alternatively, the shares are simply lent to Morgan
Stanley.”**!

The transactions designed by Morgan Stanley had no purpose other
than to enable clients to dodge the U.S. taxes that would otherwise be
withheld from the Microsoft dividend. Morgan Stanley actively pushed
the transactions, reminding one offshore hedge fund, for example, about
the need to execute a swap related to Microsoft stock: “Still plenty of

136 Morgan Stanley presentation, “Microsoft Yield Enhancement™ at 2 (July 26, 2004), Bates No.
MS-PSI 020293-96.

137 See id. at 3 and 4.

18 See id. at 3.

W

1019, (emphasis omitted).

4114, at 4. Morgan Stanley ultimately did not offer the “European Trade.”
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time, but I believe you had wanted me to contact you regarding MSFT
div enhancement this week. We are ready when you are.”'** The hedge
fund responded: “Yes ... assuming we are in the swap for 30+ days
prior to record date, I assume we could unwind the swap at any time
subsequent to record date, correct?”'®® As indicated earlier, these swaps
contributed to the $25 million in revenues that Morgan Stanley reported
receiving from dividend enhancement swaps in 2004,

Equity Linked Certificates. In addition to equity swaps, Morgan
Stanley marketed and employed another financial instrument — an equity
linked certificate - to assist clients in avoiding the withholding tax on
the 2004 Microsoft dividend.

An equity linked certificate is a security which references one or
more stocks as the source for determining the certificate’s value. The
buyer typically purchases the certificate, whose price is determined in
relation to one or more specified stocks on a specified date. In the
Morgan Stanley certificates, buyers also received payments equal to any
dividends paid on the referenced stock during the term of the certificate.
Morgan Stanley also allowed the buyers to redeem the value of the
certificate at or before its maturity date.

In early November 2004, Morgan Stanley’s Jersey and Netherland
subsidiaries issued 30 million certificates linked to Microsoft stock. The
Jersey subsidiary issued 1 million certificates, while the Netherlands
subsidiary issued 29 million. Morgan Stanley told the Subcommittee
that its Microsoft certificate represented one of the two times when it has
issued a certificate based upon a single U.S. stock. The certificate’s
maturity date was October 15, 2005, but purchasers were allowed to
redeem the certificates before then. The payment at the maturity date
consisted of three parts: the closing price of one share of Microsoft; the
“Net Yield” which equaled 85% of the dividends paid on one share of
Microsoft over the term of the certificate; and the “Outperformance”
which equaled 6.99% of the dividends. Apparently, the
“Outperformance” reflected the amount of “dividend enhancement”
recovered through the transaction, and resulted in the purchasers
receiving about 92% of the dividend amount.

Morgan Stanley’s UK broker-dealer helped buy and sell the
certificates, many of which were cashed in before the maturity date.
About 12.4 million shares were sold out of the Netherlands and about

192 Email from Alan Thomas, Morgan Stanley, to Steve Maresco, Eminence Capital, MSFT (Oct.
8, 2004), Bates No. MS-PSI 001402 (original email).

3 Email from Steve Maresco, Eminence Capital, to Alan Thomas, Morgan Stanley, RE: MSFT
(Oct. 8, 2004), Bates No. MS-PSI 001402 (top email).
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513,000 were sold out of Jersey. According to Morgan Stanley
representatives, many of the purchasers of the certificates sold physical
shares of Microsoft stock and used the funds to purchase the certificates.
It calculated that, in all but one instance, the amount of Microsoft shares
bought or sold by Morgan Stanley on behalf of the certificate purchasers
was equal to the number of certificates purchased. To hedge its own
exposure to the certificates, Morgan Stanley decided not to acquire any
Microsoft stock, but to use derivative transactions, apparently to ensure
that the transactions would not be characterized and taxed as a stock
repurchase or stock loan transaction.

The fact that most of the purchasers of the certificates switched
from physical shares to Microsoft certificates, however, and held on to
the certificates for only a short time surrounding the dividend payment
period, strongly suggests that they were purchasing the certificates to
escape payment of the withholding tax that would have applied to their
physical shares.

Abusive Stock Loans. In addition to swaps and the Microsoft
equity linked certificates, Morgan Stanley has used stock loan
transactions since at least 1999, to enable its clients to dodge U.S.
dividend taxes. These abusive stock loan transactions were conducted
using a Cayman Islands “branch,” MSDW Equity Finance Services I
(Cayman) Limited, commonly referred to as “MS Cayman” or
“Cayco.”'** Cayco, which is still in existence today, has no full time
employees or any employees in the Cayman Islands at all."* As
explained in its “Outline operating procedures,” “Cayco is a thinly
capitalised company and cannot absorb losses.”"*® Further, “Cayco
should never hold long stock positions” overnight. Yet, this entity
borrowed enough securities to pay out over $1.1 billion in net dividends
to clients between 2000 and 2007." Among the top five clients were
JPMorgan Chase Bank, which placed orders on behalf of multiple
persons and received over $121 million in dividend payments; Goldman
Sachs Europe, which placed orders on behalf of Goldman Sachs US
Core Equity Portfolio and received over $73 million in dividend
payments; and Blackrock Investment Management (UK) Ltd. which

1 See Morgan Stanley diagram, “Yield Enhancement Transactions, Stock Loan of Fully Paid
for U.S Securities By MS Cayman” (undated), Bates No. MS-PSI 020945.

15 Subcommittee staff interview of Matthew Berke, Morgan Stanley (Aug, 21, 2008).

146 MSDW Equity Finance Services I (Cayman) Limited (“Cayco”) Outline operating procedures
(undated), Bates No. MS-PSI 020270.

147 Morgan Stanley, “MSDW Equity Finance Services I (Cayman) Ltd. - Stock Borrowing
Transactions (2000-2007),” Bates. No. MS-PSI 019326-34.
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placed orders on behalf of Merrill Lynch International Investment Funds
and received $55 million in dividend funds.'**

Morgan Stanley clearly pitched its Cayman stock loan transactions
as a way for its clients to dodge U.S. dividend taxes. For example, a
1999 internal memorandum prepared by the Director of Tax of Maverick
Capital, an investment advisor for several offshore hedge funds, reports
the following:

“Maverick is the advisor for several offshore funds that are having
taxes withheld on dividends received from United States
companies. Morgan Stanley has approached us about entering into
stock loan agreements that would minimize the adverse effects of
U.S. withholding. ... Our Cayman Islands funds would enter into
a stock loan on each U.S. security that is scheduled to pay a
dividend. We would loan the security to a Cayman Morgan
Stanley entity. They would pay us an amount equal to 70% of the
dividend paid on that security (dividend entitlement). They would
also pay us a stock loan fee equal to 13% of the dividend. ... The
end result would be that we would receive 83% of the dividend
instead of the normal 70%. ... Morgan is relying on Notice 97-66
to avoid withholding on the dividend entitlement.”'*

Maverick’s Tax Director then compared the proposed stock loan
transaction against the use of swaps to dodge payment of U.S. dividend
taxes:

“I will get several quotes on the cost of entering into swaps. I have
talked to Paine Webber and Deutsche Bank. They are estimating
that we would receive approximately 93% of dividends after
expenses of the swap. ... It sounded like the swaps would be
much more difficult to manage and we would lose some of the
flexibility we would have with the stock loan transaction. I plan to
focus on the stock loan transaction unless we feel there is too much
tax exposure.”'*’

Seven years later, in December 2006, a Maverick document
discussing “Dividend Enhancement Transactions™ and focusing in
particular on stock loans noted that “Maverick began using the dividend
enhancement transaction in 1999. During that time, Maverick has done

198 [ etter from Morgan Stanley’s legal counsel (Mar. 14, 2008), at 3,

9 Maverick memorandum, Dividend Enhancement Transactions, marked “Draft — As of
4/26/99,” prepared by Keith Hennington (Apr. 22, 1999), Bates No. MAV0001082-83, at 1082.

B0 1d. at 1083.
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this transaction with Morgan Stanley, UBS, Lehman, Merrill Lynch, and
ING.”ISI

In 2004, Morgan Stanley pitched its Cayman stock loan
transactions to another client by providing “an outline of the key points
regarding a stock lending transaction as a way to increase the yield” on
an equity.”> Morgan Stanley explained that the transaction “would lend
your shares to Morgan Stanley for a period to be decided (typically a
month)” and:

“[a]t maturity of the stock lending period, Morgan Stanley
would pay you: 1) a manufactured dividend equal to the
dividends paid outr [sic] during the period net of the
withholding tax that you normally incur ie 85% of gross
dividends [and] 2) a stock lending fee equal to 6% of the
gross dividends paid during the period[.]”"**

On still another occasion, a member of Morgan Stanley’s Equity
Financing Services emailed a colleague in the Institutional Equities
Division following a discussion of securities lending agreements,
because a “[c]lient just called looking to trade some US names that are
nearer record date.”'> Later in the day, the same Morgan Stanley
employee emailed six of his colleagues stating that he “would like to
provide [the client] with some color [because] he’s looking for US
enhancements on his longs on MO (ex 3/11) and WWVY (ex 3/ 16).71%

Clearly, both Morgan Stanley employees and their clients saw its
Cayman stock loan transactions as providing a way to dodge U.S.
dividend taxes.

Restrictions. Aware of the tax risks associated with its dividend-
related transactions, Morgan Stanley has taken a number of steps to limit
its exposure.

Since at least 1994, for example, Morgan Stanley has not allowed
its clients to both initiate a swap transaction by selling shares to Morgan

3! Maverick memorandum, Description of Dividend Enhancement Transactions (Dec. 12, 2006),
Bates No. MAV0001071-72.

152 Email from Morgan Stanley to Eiger Capital, Stock Lending (Dec. 13, 2004), Bates No. MS-
PST 020249,

153 1d.

'3 Email from Sean Rivera, Morgan Stanley, to Dennis De Coninck and Eric Groom, copying
Ross McDougall, all Morgan Stanley, RE: Levin Cayman osla (Mar. 1, 2005), Bates No. MS-PSI
001478-80 (fifth email).

155 Email from Sean Rivera, Morgan Stanley, to multiple Morgan Stanley recipients, RE: Levin
Cayman osta (Mar. 1, 2005), Bates No. MS-PSI 001478-80 (eighth email).
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Stanley (cross-in) and then repurchase those shares from the firm at the
conclusion of the swap (cross-out), in an effort to ensure that its swaps
are not recharacterized as a stock loan or stock repurchase subject to
dividend taxes.'™® In 2005, Morgan Stanley went further and prohibited
its swap clients from engaging in either the initial stock sale or the
subsequent stock purchase with the firm."’ After this policy was
adopted, new clients were not allowed to sell their stock to the firm at
the beginning of a swap, but existing clients were “grandfathered” and
some were permitted to engage in this practice though 2007."%% In
October 2006, Morgan Stanley’s Equity Risk Management group took
another significant step by deciding to stop offering its Cayman stock
loan transactions directly to hedge fund clients. Morgan Stanley told
the Subcommittee that this step was taken due to a concern over its
ability to maintain adequate control over the business.'®

These steps suggest that Morgan Stanley has cut back, but has not
exited the dividend enhancement business. It remains among the largest
financial institutions in the world, for example, in the stock lending
business. One of its key activities is to borrow U.S. securities from
custodian banks and other entities with large supplies of securities in
30% withholding tax jurisdictions and then lend those securities to other
non-U.S. financial institutions such as ABN Amro Asian Financial
Services Limited, Bank of Nova Scotia Asia Limited, Fortis Global
Arbitrage (Asia) Limited, Hong Kong Shanghai Banking Corporation
Limited, ING Middenbank Curacao NV, Macquarie Asia Limited, and
Nomura International (Hong Kong) Limited.'®’ By playing this
intermediary role, Morgan Stanley may not be directly arranging
dividend enhancement transactions, but it may be a key facilitator of
dividend tax dodging arranged by its counterparties.

Lost Tax Revenue. Like Lehman Brothers, Morgan Stanley
provided the Subcommittee with information indicating that its dividend
enhancement products led to the loss of significant tax revenues for the
U.S. Treasury. For example, Morgan Stanley spreadsheets related to its

156 Subcommittee staff interview, Matthew Berke, Morgan Stanley (Aug. 21, 2008). Morgan
Stanley made an exception to this policy if it was covering a short position.

157 Subcommittee staff interview of Alan Thomas, Morgan Stanley (July 2, 2008).
158 14

19 See email from Manish Vekaria, Morgan Stanley, to multiple Morgan Stanley distribution
lists and employees, PB and IPB US Borrows (Oct. 25, 2006), Bates No. MS-PSI* 020680
(original email).

150 Subcommittee staff interview, Matthew Berke, Morgan Stanley (Aug. 21, 2008).

18! Morgan Stanley, “MSDW Equity Finance Services I (Cayman) Ltd. - Stock On-Lending
Transactions (2000-2007),” Bates No. MS-PSI 019335.
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Cayman stock loan transactions indicate that, over a seven-year period,
from 2000 to 2007, its Cayman shell corporation paid out substitute
dividends to clients in excess of $1.1 billion.'® Using a 30% dividend
tax rate indicates that those transactions cost the U.S. treasury about
$300 million in unpaid dividend taxes.

Morgan Stanley also identified the top five recipients of the $1.1
billion in substitute dividends paid by its Cayman corporation. The data
shows that those top five recipients obtained over one-third of the total,
about 1%;370 million, and escaped paying about $110 million in dividend
taxes.

In addition to its stock loan transactions, Morgan Stanley enabled
its clients to dodge U.S. dividend taxes applicable to the 2004 Microsoft
dividend. As indicated earlier, Morgan Stanley sold about 13 million
Morgan Stanley certificates to clients, provided about $39 million in
dividend-related payments to the certificate holders, and, assuming
application of the 30% dividend tax rate, denied the U.S. treasury about
$12 million in 2004.

Morgan Stanley also helped its clients dodge U.S. taxes on the
Microsoft dividend through the use of swaps, as it did with respect to
many other dividend-paying U.S. securities. Morgan Stanley provided
spreadsheets on these swap transactions as well. An analysis of the
transactions identified numerous red flags, but the Subcommittee was
unable to determine how many had been undertaken for dividend
enhancement purposes. Even without this swaps data, the evidence
provided to the Subcommittee indicates that, over the seven-year period,
from 2000 to 2007, Morgan Stanley’s dividend tax transactions enabled
its clients to escape U.S. dividend taxes in excess of $300 million.

C. Deutsche Bank Case History
1. Background

Deutsche Bank AG is a large global investment bank with 1,889
branches in 76 countries,'®* that generated over $9.5 billion in income in

162 Morgan Stanley, “MSDW Equity Finance Services I (Cayman) Ltd. - Stock Borrowing
Transactions (2000-2007),” Bates. No. MS-PSI 019326-34.

183 Letter from Morgan Stanley’s legal counsel (Mar, 14, 2008), at 3. In the same letter, Morgan
Stanley disclosed that its UK subsidiary, Morgan Stanley & Co. International, which also
engaged in stock lending transactions, had also paid dividends to clients, and the top five
recipients over the same seven-year period, 2000-2007, had received in excess of $390 million.
Applying a 15% tax dividend rate indicates that Morgan Stanley enabled those clients to dodge
payment of nearly $60 million in dividend taxes. Id.

1% Deutsche Bank AG, Annual Report on Form 20-F/A for the Fiscal Year Ended Dec. 31, 2007
at 17 (2008).
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2007 with total assets of nearly $3 trillion.'”® Founded in 1870, the bank
employs more than 80,000 people worldwide and operates three major
divisions: The Corporate and Investment Bank, Private Clients and
Asset Management, and Corporate Investments.'®® Deutsche Bank
conducts securities transactions through its Global Prime Broker service
within its Global Markets Division; U.S. securities transactions are
conducted primarily by Deutsche Bank Securities Inc., a U.S. securities
broker-dealer registered with the SEC.'®” The Chairman of Deutsche
Bank’s Management Board and Group Executive Committee is Dr. Josef
Ackermann.'%®

2. Dividend Tax Abusive Transactions

Beginning in the 1990s and continuing to the present, Deutsche
Bank has developed, marketed, and implemented a variety of abusive
dividend tax transactions, utilizing swaps and stock loans, to enable its
non-U.S. clients to dodge payment of U.S. taxes on U.S. stock
dividends. Since 2004, it has conducted most of its abusive stock loan
transactions through a tax haven affiliate, Deutsche Bank Investment
Limited, located in the Isle of Jersey. In 2007 alone, Deutsche Bank
Investment Limited engaged in stock lending transactions involving U.S.
dividend paying securities with a notional value of over $30 billion.'®

Tax-Driven Transactions. An internal memorandum from
Deutsche Bank’s tax department estimated that, by 2002, the bank was
conducting millions of dollars in swap transactions that permitted its
clients to dodge payment of U.S. dividend taxes. The memorandum
states:

“An estimate of average annual notional on U.S. equity swaps for
all clients for 2001 was $2.8billion, with approximately $2billion
in notional with foreign persons (non-U.S.). ... Based on an
estimated annual dividend yield of 2.6%, U.S. withholding tax at
the maximum rate of 30% on all manufactured dividends paid
through swaps to foreign persons for this period, would be
approximately $12.6 million.”'

15 See id. at 17.

14, at 17

1744, at 52.

1% 1d. at 95,

1691 etter from counsel to Deutsche Bank to Subcommittee (Mar. 6, 2008).

0 Deutsche Bank memorandum from Jules Goodman and Adrienne S, Browning of DB
Americas Tax Department, to Jim Rowen and Julian Sale, Swap Tax Policy (Nov. 12, 2002),
Bates No. DB-PSI 00000043-46.
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The purpose of the memorandum appears to have been to allow the

Deutsche Bank tax department to suggest additional ways for the bank to
“reduce its US withholding tax risk™ by changing its “swap tax
poticy.”'”" The memorandum states:

“The stated policy of the structured finance business in New York
is that DB [Deutsche Bank] will not execute swaps around
dividend dates. The policy has been to require clients to hold swap
positions for a minimum of 30 days. We cannot force clients to
maintain the positions for this period, but strongly discourage early
terminations. ...

“The DB Americas Tax Department would like the structured
finance business to continue to reduce its US withholding tax risk
by increasing, as quickly and to the extent possible, the percentage
of market executions around swap trading in US equities with
foreign clients. In this regard, it is preferable to execute trades in
the market both in and out of the swap. ...

“The policy of trading for a minimum term should be modified to
require a 45-day minimum term, increased from 30 days. The 45
day term, while not mandated by any statute or regulation relating
to swaps, conforms to the period of time the IRS believes is
necessary to hold foreign stock for foreign tax credit capture, and
may provide an analogy for this business as well.”'”

The memorandum shows Deutsche Bank tax lawyers suggesting two
strategies to reduce the bank’s “US withholding tax risk:” imposing
longer minimum time frames for U.S. equity swaps, and instituting a
general practice of trading related U.S. stock in the market place rather
than allowing a client to sell the stock to or buy it back from the bank
itself.

part.

Deutsche Bank eventually adopted these recommendations only in
By 2008, for example, its policy was still to “require” a 30-day

minimum term, but “encourage” a 45-day holding period.'” At the
same time, it authorized the head of its synthetic trading desk to permit
swap terminations prior to the 30-day “minimum,” if related to a
“market event.”’’* Deutsche Bank also expressly prohibited swap

transactions within seven days of an ex-dividend date.

175 With respect

7y
21,

' Subcommittee staff interview of Andrea Leung, Deutsche Bank (Feb. 7, 2008).

174 1d.

714,
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to market executions, by 2008, Deutsche Bank permitted swap clients to
trade their physical shares directly with the bank at only one end of a
transaction — either at the beginning or the conclusion of the swap.'”
Deutsche Bank also, however, permitted clients to sell their shares to the
Bank, enter into a swap transaction using the purchasing price, and then
exit the swap within a few weeks at an “objective” price, such as the
“Market on Close” price, which is the price of the stock at the end of the
trading day. Using Market on Close pricing means that a client is able to
exit the swap with Deutsche Bank and reacquire shares in the same
security at the same price from another broker with virtually no market
risk. These practices suggest that Deutsche Bank remained interested in
helping its clients regain their stock holdings with little market risk after
conducting a swap transaction with the bank to avoid paying dividend
taxes.

Other documents, including Deutsche Bank emails, show that
Deutsche Bank personnel were well aware that their swap and stock loan
transactions were used by clients to dodge U.S. dividend taxes. In 1999,
for example, an offshore hedge fund employee wrote a memorandum on
discussions he had held with several financial institutions on “Dividend
Enhancement Transactions,” and indicated that Deutsche Bank would be
sending him a price quote on the cost of entering into swaps, and was
“estimating that we would receive approximately 93% of the dividends
after expenses of the swap.”'”’ In 2004, in an email discussing
Microsoft’s upcoming special dividend, a Deutsche Bank employee
wrote: “We are in the process of determining hedge fund demand for
‘All In’ enhancement to clients. ... We’ll be hopefully sitting down as a
group in the next week to outline our plan of action on 70% dividend
liability underlying.”'” On another occasion, a 2006 email sent by the
director of Deutsche Bank’s Global Prime Services group in New York
to the investment professionals with Goldman Sachs offshore hedge
funds stated: “Are you all available next Tuesday 2/28 at 1 PM for a
meeting to discuss securities lending in detail? Specifically: - Yield
Enhancement. ...”"”

176 1d.

177 Maverick memorandum, Dividend Enhancement Transactions, marked “Draft — As of
4/26/99,” prepared by Keith Hennington (Apr. 22, 1999), Bates No. MAV0001082-83.

178 Email from Paul Busby, Deutsche Bank, to multiple Deutsche Bank colleagues, Re:
Extraordinary Dividend Rules and Microsoft One-Time Dividend (Sept. 16, 2004), Bates No.
DB-PSI 00000084-85.

7 Email from Scott Carter, Director of Global Prime Services at Deutsche Bank Securities, Inc.
in New York, to Gary Chropuvka, Arlen Khodadadi, and Karl Wianecki, all of Goldman Sachs
Asset Management, Meeting with Deutsche Bank (Feb. 23, 2006), Bates No. GS-PSI-05735.
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A February 2007 communication between two Deutsche Bank
traders shows how familiar each was with dividend-related transactions.
One of the traders asked: “[M]ate — can you use NVS US for div
[dividend]?”; the other responded: “[Y]ep we can use it — do you need
dates?”"® A March 2007 discussion between two Deutsche Bank
traders was even more explicit.'®" The first trader asked:

“Hi Martin — I understand you spoke to Shane last week about
some US stocks — MO and RAI - related to dividends. ... [D]o
you want to trade 1,908,100 shares of MO US and 150,000 shares
of RAI? We can give you 97.5% of the dividends on those
names[.]”

His counterpart then agreed to the trades. Still another email observed:
“us mkt for div is traded out of London,” referring to Deutsche Bank’s
London branch,"®

Jersey Stock Loans. Beginning in 2004, Deutsche Bank
International Limited (DBIL), located on Jersey in the Channel Islands,
began arranging offshore stock loan transactions involving U.S.
dividend-paying stocks. According to an internal Deutsche Bank
application seeking approval to develop, market, and implement those
stock loan transactions,183 DBIL entered the business because Deutsche
Bank needed to interpose a “non-U.S. treaty entity” in its stock loan
transactions to avoid dividend withholding and lower its stock loan
pricing to match its competitors:

“Broadly speaking, there are substantial US equities held offshore
which are consistently included in basket pricing (baskets that
would be borrowed on an exclusive basis for use within the overall
equities business). We are currently not competitive in that pricing
as any borrow of those US equities requires a deduction and
payment of withholding tax on substitute payments equal to 15%
of any dividend."® OQur competitors do not have to account for this
tax (given some of their offshore structures) and can therefore offer
a more aggressive price to lenders. A non-US treaty is attractive as

1% Bloomberg messages between Ben Davies to Chiraag Shah, both of Deutsche Bank London
(Feb. 12, 2007), Bates No. DB-PSI 00001470.

181 Bloomberg messages between Chiraag Shah and Martin Cornell, both of Deutsche Bank
London (Mar. 12, 2007), Bates No. DB-PSI 00002358.

182 Email from Simon Pearson to Adrian Todd, both of Deutsche Bank, Re: Travel Dates (Mat.
12, 2007), Bates No. DB-PSI 00007343,

18 Deutsche Bank, New Product Application (Mar, 15, 2004), Bates No. DB-PSI 00000047-71.

18 Deutsche Bank’s London branch is subject to a 15% dividend tax rate because the United

Kingdom has negotiated a 15% dividend tax rate with the United States.
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the amount of withholding tax required to be deducted is reduced
to 0% (providing certain criteria are met), therefore allowing us to
be more competitive with our pricing.”'®

This document shows that, from its inception, the Jersey stock loans
were tax-driven transactions.

The 2004 application, as well as a revised 2005 application,
include charts and explanations of the stock loan transactions DBIL
planned to offer.'®® Essentially, DBIL proposed and later carried out
transactions in which it borrowed a basket of U.S. securities from a non-
U.S. client, sold that basket to the market, and entered into a derivative
with Deutsche Bank London’s branch to hedge itself against any market
risk."®” The insertion of the Jersey entity into the proposed transactions
was arranged solely for the purpose of invoking IRS Notice 97-66 and
enabling Deutsche clients to dodge their U.S. dividend tax obligations.

In 2008, Deutsche Bank indicated that “approximately 98% of the
loans transacted through the Deutsche Bank Jersey entity, Deutsche
Bank Investment [sic] Limited (‘DBIL’), involve U.S. dividend-paying
securities.”"™® It reported that, in 2007 alone, DBIL engaged in stock
lending transactions involving U.S. dividend paying securities with a
notional value of over $30 billion."™ DBIL’s major clients included
Pioneer Fund, BGI, Merrill Lynch International Investment Fund, and
AIG Global Funds, each of whom may have been trading on behalf of
other non-U.S. stockholders.'*

Lost Tax Revenues. The documents produced to the
Subcommittee did not contain data indicating the total volume of
dividend-related swap transactions engaged in by Deutsche Bank over
the years or the total amount of dividend taxes that were not paid to the
U.S. Government as a result of its transactions. The evidence does
suggest, however, that Deutsche Bank has participated in transactions
involving tens of millions of dollars in unpaid dividend taxes. In a
document cited earlier, for example, the Deutsche Bank tax department

'35 Deutsche Bank, New Product Application (Mar. 15, 2004), Bates No. DB-PSI 00000047-71,
at 52.

1% 1d.; Deutsche Bank, New Product Application (Jan, 27, 2005), Bates No. DB-PSI 00007472-
78.

%7 See id.
188 [ etter from Deutsche Bank legal counsel to the Subcommittee (Mar. 6, 2008), at 2.
14

190 See Deutsche Bank, DBIL Stock Lending Transaction Information, Bates DB-PSI 00000499
Letter from Deutsche Bank legal counsel to Subcommittee (June 12, 2008).
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estimated that seven years ago, in 2001, Deutsche Bank handled U.S.
equity swaps with non-U.S. persons that may have generated unpaid
dividend taxes totaling about $12 million."" In documents supplied to
the Subcommittee by Citigroup in connection with its decision,
described below, to reimburse the IRS for unpaid dividend taxes on a
limited number of swap transactions, data shows that Citigroup entered
into swap transactions with Deutsche Bank, from 2003 to 2005,
involving over $20 million in dividend related payments and $3.1
million in unpaid dividend taxes.'”> Those figures cover Deutsche
Bank’s swaps with just one counterparty. At the least, these documents
show that Deutsche Bank structured transactions that enabled its clients
to dodge payment of tens of millions of dollars in U.S. dividend taxes.

D. UBS Case History
1. Background

UBS AG is one of the largest financial institutions in the world,
with over 2.2 trillion Swiss francs, approximately $2 trillion U.S.
dollars, in total assets.'”® UBS is headquartered in Switzerland, operates
in 50 countries’* with more than 80,000 employees,'® and maintains a
large banking and securities presence in the United States. UBS AG is
the parent company of the UBS Group which is organized into four
major divisions, the Investment Bank, Global Asset Management,
Global Wealth Management and Business Banking, and the Corporate
Center. ' In 2007, UBS reported a net loss of 5.247 billion Swiss
francs, or approximately $4.7 billion U.S. dollars.”” The current UBS
Chairman of the Board is Marcel Ospel, and its Chief Executive Officer
is Marcel Rohner.'*®

1! Bloomberg messages between Chiraag Shah and Martin Comell, both of Deutsche Bank
London (Mar. 12, 2007), Bates No. DB-PSI 00002358.

192 Citigroup untitled chart prepared for the IRS listing swap transactions from 2003 to 2005
(undated), Bates No. CITI_PSIWHTAX001460. See also discussion of Citigroup case history.

1Y UBS AG, Annual Report on Form 20-F/A for the Fiscal Year Ended Dec. 31, 2007 (2008) at
41.

194 1d, at 23.

195 See id, at 58.
6 1d. at 10.
Y14, at 3.

19814, a1 5.
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2. Dividend Tax Abusive Transactions

From at least 2000 until 2007, UBS engaged in abusive dividend
tax transactions, marketing in particular stock loan transactions that
utilized a Cayman affiliate. UBS data on its stock loan transactions
during a four-year period from 2004 to 2007, indicate that UBS enabled
its clients to dodge payment of U.S. dividend taxes totaling about $62
million; an eight-year analysis covering 2000 to 2007, conducted by a
single hedge fund, estimated that UBS had helped it escape payment of
U.S. dividend taxes totaling about $70 million. In 2007, however, UBS
made a business decision to stop conducting Cayman stock loan
transactions and no longer offers these transactions to its clients.

Tax-Driven Transactions. Like Lehman Brothers, Morgan
Stanley, and Deutsche Bank, UBS documents make it plain that its
dividend enhancement transactions were designed to enable its offshore
hedge fund clients to dodge U.S. taxes on U.S. stock dividends.

This point was made explicitly, for example, in 2005 marketing
materials developed for its “Dividend Enhancement” products. Using a
question and answer format, the UBS document asks: “In general what
does Dividend enhancement [on long positions] offer me?”'*® UBS then
responds:

“A Cayman Islands (or other offshore) domiciled Hedge
Fund enjoys legal and administrative benefits associated with
offshore incorporation. However, one downside to being
domiciled in a jurisdiction that does not have an income tax
treaty with the United States is that dividends on your US
equity holdings are subject to a 30% withholding tax, which
reduces the net yield of such holdings. Dividend
enhancement provides incremental revenue to significantly
mitigate this yield loss.”*

Another UBS internal document, entitled “Why offer Dividend
Enhancement?,” presents several reasons for conducting these
transactions, including using the products to attract and retain hedge

1% UBS Investment Bank, “Dividend Enhancement on Long Positions” (2005), Bates No. UBS
000529-30. Note that UBS, like other financial institutions, had an active “dividend
enhancement™ business focusing on short equity positions, in which the financial institution
would structure a transaction to require an offshore hedge fund to pay less than the 100% of the
substitute dividend it should pay as the short equity party. The Subcommittee has not focused on
short enhancements and this Report primarily discusses long equity dividend tax abuse
transactions.

200 1d.
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fund clients, outmaneuver competitors, and generate profits.”' The first
paragraph in the document states, for example, that offering dividend
enhancement products “differentiates us from our competitors and
provides an opportunity for us to speak with Hedge Funds.”*** The next
paragraph states: “It’s profitable. Estimated 2005 P&L is $5 million.
This amount should easily double next year after audited financials
allow us to gather supply from external lenders.”*” The next point is:
“Often, Hedge Fund[s] will move positions in and leave them with us to
gain the enhancement. This increases balances. Conversely, they will
move positions to competitors if we can’t offer enhancement.” The
document concludes: “It wins us new/added business that can generate
P&L in other firm ‘silos,”” providing four examples of hedge funds
which, after UBS began “enhancing” their dividends, increased their
balances with the bank.***

UBS plainly pitched its dividend enhancement products to clients
by citing its potential tax savings, as shown in this marketing effort
aimed at Maverick Capital, an investment manager for several offshore
hedge funds:

“For US securities paying dividends, the IRS requires a 30%
withholding tax be levied against offshore entities. This means
that a Cayman entity such as Maverick Fund LDC would only
receive 70% value on their US dividends. UBS offers a product
known as “Dividend Enhancement”, whereby Maverick LDC is
able to realize a greater portion of their dividends, and pay an
amount less than 100% of a dividend, if they are short a security.
It works on the basis that UBS can get more favorable treatment
than an offshore entity and thus can put the following arrangement
in place, whereby UBS passes an enhanced amount back to the
client.”**

On another occasion, UBS sent an email to an offshore hedge fund
client entitled, “Dividend Enhancement,” which provided, in part, the
following;:

20! gee UBS, “Why offer Dividend Enhancement?” (undated, but likely 2005), Bates No. UBS
000512.

202 I d
203 Id
414,

25 «Djvidend Enhancement” document attached to email sent from Veronica Wilthew, UBS, to
Michael Madaio and Mark Niesen, both UBS, FW: Dividend Enhancement Flow (Nov. 1, 2004),
Bates No. UBS 000509-11.
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“As per our conversation Friday we would like to sign your
offshore account to a [Global Master Securities Lending
Agreement] with our UBS Cayman entity so you can benefit from
our enhanced dividend program.

“Here is a brief description of how it works.
“Long Positions

“Currently you are entitled to 70% of any US dividend in the
offshore account. With these agreements we would borrow your
stock and loan it to a third party. By doing this we will be able to
enhance your divide[n]d (85% on average).”*"

UBS Cayman Stock Loan Transactions. UBS primarily used
stock loan transactions, frequently along with an intercompany total
return swap, to enable its clients to escape U.S. dividend taxes. To
conduct these transactions, UBS made use of an offshore shell
corporation in the Cayman Islands, called UBS Cayman Ltd., that “was
formed in 1999 to facilitate long dividend enhancement for the firm’s
hedge fund clients.”*"’

UBS Cayman Ltd. apparently had no employees of its own, no
physical office, and no business operations other than to function as a
placeholder in various UBS dividend-related transactions. When asked
by the IRS about this corporation, UBS described it as follows:

“UBSCL is not licensed, registered or regulated (e.g., by reason of
capital adequacy requirements) as a broker/dealer or similar entity
in any jurisdiction, cannot access the capital markets except
through a broker/dealer, and does not hold itseif out as a
broker/dealer. UBSCL is not, and does not hold itself out as being,
capable of servicing customers (e.g., it does not possess adequate
systems or personnel), UBSCL’s counterparties do not view
themselves as UBSCL’s customers, and UBSCL does not have any
fiduciary duties to its counterparties. UBSCL does not make
markets, possess inventory, or have an established place of
business. UBSCL does not hold itself out as a merchant or as
willing ggsenter into either side of securities or derivative

trades.”

205 Email from Anthony Silvio, UBS, to Catherin Carr, PCM-US, RE: Dividend Enhancement
(Aug. 30, 2004), Bates No. UBS 000653-54.

207 JBS Cayman Ltd. Capital Request — Request for Circular GEB Approval (Jan. 23, 2004),
Bates No. UBS 000521-528.

08 Technical analysis prepared by UBS’ legal counsel for the IRS (undated), Bates No. UBS
000471-501, at 4 n.4.
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Despite being a shell operation, UBS Cayman Ltd. was routinely used
by UBS in its dividend-related stock loan transactions, most of which
were “structured for a week or less.”*”

An internal UBS document explains how its “Dividend
Enhancement” transactions typically worked.”'® The transaction was
described as follows:

“1) UBS Cayman borrows the US stock from [a Cayman
hedge fund].

“2) UBS Cayman executes a total return swap with UBS
AG, whereby Cayman are ‘long’ the returns.

“3) UBS Cayman sell[s] the stock to UBS AG London in
order for UBS AG London to hedge the swap.

“4) UBS AG London creates a long basket trade (in swap
form), including the security that it received from UBS
Cayman.

“5) UBS AG London sell[s] the physical stock to the swap
counterpart, as the other side of the swap transaction UBS
AG London then receive returns on the swap, including
100% of the dividends value (as a part of the swap
transaction), on the stock received from UBS Cayman.

“6) UBS AG London returns 90% of the value of the
dividend to UBS Cayman, this is done by way of a
commission, to reflect 90% value of such dividend.

“7) UBS Cayman passes the 90% dividend payment onto
[the Cayman hedge fund].”*"!

The document also states: “At the expiration of the transaction UBS AG
London purchases the stock, in the market, in the name of UBS Cayman.
The stock is then returned to [the Cayman hedge fund], and the
transaction is closed.”'* The position of UBS legal counsel is that this
admittedly “convoluted structure” complies with IRS Notice 97-66, and

209 1d.

218 «Djvidend Enhancement” document attached to email sent from Veronica Wilthew, UBS, to
Michael Madaio and Mark Niesen, both UBS, FW: Dividend Enhancement Flow (Nov. 1, 2004),
Bates No. UBS 000509-11.

211 1d.

212 1d.
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enables UBS to omit any tax withholding for the offshore hedge fund
involved in the transaction.””

A 2007 legal opinion prepared for UBS indicates that the bank
continued to engage in these abusive stock loans until recently. The
opinion describes a typical UBS Cayman stock loan transaction as
follows: “UBS Cayman borrows voting shares of publicly-traded U.S.
corporations from unrelated persons . . . or from UBS Zurich, a Swiss
branch of UBS AG (‘UBS Zurich’), and lends those shares to unrelated
non-U.S. persons ineligible for the benefits of a tax treaty that reduces
withholding tax on dividends.”*"* The opinion notes that to carry out
these transactions, “UBS Cayman conduct[ed] its activities by means of
employees located in the United States that [welre also employees of
UBS Securities LLC.”*"

In June 2006, the UBS Head of Tax for the Americas made a
presentation on the Cayman stock loan transactions to the UBS
management board in Switzerland.*'® The board was asked to approve
an increase in the stock lending business, but the board decided to hold
the business at existing level and imposed a $72 million risk limit on the
Cayman stock loan transactions, meaning that those particular
transactions could generate no more than $72 million in substitute
dividend payments.”'” UBS representatives informed the Subcommittee
that in November 2007, the management board in Switzerland made the
decision to terminate the Cayman Islands stock lending program.*'®
UBS told the Subcommittee that the program was terminated because it
was not making money and for policy reasons. UBS informed the
Subcommittee that today it does not conduct any stock lending
transactions based upon IRS Notice 97-66.*"

Lost Tax Revenues. UBS provided the Subcommittee with
spreadsheets and other documents containing detailed data related to its
Cayman stock loan transactions over a four-year period, from 2004 to

213 1d.

214 Memorandum from Sullivan & Cromwell LLP to UBS, “Withholding Tax On Substitute
Dividend Payments” (Aug. 17, 2007), Bates No. UBS 000664-68, at 2.

215 1d.

216 Subcommittee staff interview with Todd Tuckner, UBS Head of Tax for the Americas (Nov.
1,2007).

217 Id.

218 Subcommittee staff interview with Todd Tuckner, UBS Head of Tax for the Americas (Aug.
25, 2008).

Mg,
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2007. These spreadsheets show that, in 2004, UBS conducted stock loan
transactions in which it passed through substitute dividend payments to
its clients totaling about $42 million which, after application of the 30%
dividend tax, meant that UBS had helped its clients dodge payment of
about $12 million in dividend taxes.* In 2005, the total amount of
substitute dividends was about $67 million, and the total amount of
unpaid dividend taxes was about $20 million. In 2006, the total amount
of substitute dividend payments was about $71 million, and the unpaid
dividend taxes about $21 million. In 2007, the year in which the
program was terminated in November, the total amount of substitute
dividends was about $26 million, and the unpaid dividend taxes about $8
million. Altogether then, over the four-year period, UBS passed onto its
clients substitute dividend payments totaling $206 million and helped
them skip paying dividend taxes totaling about $62 million.

The spreadsheets also indicate that UBS’ top clients during this
four-year period were primarily offshore hedge funds. In 2006 alone,
for example, Maverick participated in Cayman stock loan transactions
that generated a total of about $24 million in dividends, and enabled it to
dodge dividend taxes totaling about $7 million. Highsfield Capital
participated in Cayman stock loan transactions that generated a total of
about $17 million in dividends and unpaid dividend taxes of about $5
million. Jana Master Fund participated in transactions that generated
about $9 million in dividends and unpaid dividend taxes of about $3
million. Other clients included S.A.C. Capital Associates, The Canyon
Value Realization Fund (Cayman) Ltd., Oz Overseas Fund, and Black
Diamond Offshore Ltd.

Another analysis, prepared by Maverick Capital, has additional
information related to UBS and provides another perspective on the tax
revenues lost as a result of its abusive dividend tax transactions. In this
analysis, which was prepared for Maverick’s internal use, Maverick
estimated the “Tax Benefit” from “U.S. Dividend Enhancements”
conducted over an eight-year period, from 2000 to 2007, for several
offshore funds that it managed. Using specific data from past dividend
enhancement transactions involving U.S. securities, Maverick estimated
that, overall, of the U.S. dividend related payments made to its offshore
hedge funds, the potential unpaid U.S. dividend taxes totaled about $95
million. Of that $95 million, the data showed that the bulk of the

220 The totals provided in this paragraph and the next were derived by the Subcommittee from
UBS Cayman Substitute Payments spreadsheets, 2004, 2005, 2006, and 2007 (Feb. 28 and Mar.
17, 2008).
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transactions had been brokered by UBS which had enabled Maverick to
escape payment of about $70 million.”*!

A third analysis, prepared in 2007 by Citigroup in connection with
its decision to voluntarily pay the IRS $24 million in unpaid dividend
taxes associated with certain swap transactions (explained further below)
identifies swaps that Citigroup conducted with UBS over a three-year
period, from 2003 to 2005. Citigroup determined that these UBS
brokered transactions had provided it with dividend-based payments
totaling about $22 million, and allowed it to escape paying dividend
taxes totaling about $3.4 million.**

Using different years and different counterparties, with some
overlap, each of these totals, $62 million, $70 million, and $3.4 million,
helps quantify the dividend taxes that were never withheld or remitted to
the U.S. treasury due to transactions arranged by UBS. At the least, they
show that UBS structured transactions that enabled its clients to dodge
payment of tens of millions of dollars in U.S. dividend taxes.

E. Merrill Lynch Case History
1. Background

Merrill Lynch is a global investment bank with headquarters in
New York City,223 offices in more than 40 countries, and over 64,000
employees worldwide.”* Through its subsidiaries, Merrill Lynch holds
nearly $2 trillion in client assets,”> as well as a 45% share in
BlackRock, a financial firm with approximately $1.4 trillion in assets
under management.”*® Tt conducts much of its trading operations
through Merrill Lynch, Pierce, Fenner & Smith Incorporated, a
registered U.S. broker-dealer. Other subsidiaries include ML IBK
Positions, Inc., through which Merrill Lynch invests in private equity,
and Merrill Lynch International Bank Limited, which is its primary non-
U.S. banking entity. In 2007, Merrill reported a loss of $8.6 billion.”’

22! Maverick Funds charts entitled, “U.S. Dividend Enhancements” and “Summary of Domestic
Enhancements (by broker)” (Dec. 31, 2007), Bates No. MAV0000856-57.

222 Citigroup untitled chart prepared for the IRS listing swap transactions from 2003 to 2005
(undated), Bates No. CITI_PSIWHTAX001460. See also discussion of Citigroup case history.

2 http:/fwww.ml.com/media/92209.pdf.

224 Merrill Lynch & Co Inc., Annual Report on Form 10-K for the Fiscal Year Ended Dec. 28,
2007 at 19 (2008).

214, at 20.
226 Id.

2114, at 22.
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John Thain, former head of the New York Stock Exchange, became the
firm’s Chairman and Chief Executive Officer in December 2007.2%

2. Dividend Tax Abusive Transactions

Merrill Lynch developed, marketed, and implemented a variety of
abusive dividend tax transactions to enable its non-U.S. clients to dodge
payment of U.S. taxes on U.S. stock dividends. These abusive
transactions made use of not only swaps and stock loans, but also stock
options, including coordinated puts and calls. In 2005, under a program
called Project Gemini, Metrill began conducting abusive stock loan
transactions using an offshore corporation established for that purpose
called Merrill Lynch Equity Solutions Jersey (MLESJ). Some of its
clients, worried about the tax risk involved in these loans, asked Merrill
to indemnify them against the associated tax liability. In early 2008,
apparently due to the Subcommittee investigation, Merrill suspended its
Project Gemini stock loans.

Tax-Driven Transactions. Merrill documents clearly
demonstrate that it has developed and marketed its dividend
enhancement products as a way for its non-U.S. clients to dodge
payment of U.S. dividend taxes.

This approach is clearly set out, for example, in 2004 documents
related to the Microsoft $3 special dividend. On July 21, 2004, the day
after Microsoft announced the special dividend, the head of Merrill’s
corporate equity derivatives group in London sent an email to several
colleagues stating: “Okay, so we always use Microsoft as the ‘no
dividend’ example in tax scenarios, and now that will have to stop! $32
billion dollars in dividends is a lot of dividends, and we should discuss
whether there is value to be had. ... We will obviously need to discuss
generally the Firm’s position on [IRS Notice] 97-66 and look at
derivative solutions.”**

An employee in Merrill’s Global Tax group in New York
responded with several ideas for financial transactions to enable clients
to dodge payment of U.S. dividend taxes on the Microsoft dividend,
including transactions involving stock loans, total return swaps, and
options. He observed:

8 1d. at 167.

% Email from Jacqueline Duval-Major, Merrill Lynch International in London, to Elissa
Shendalman and Mike Gaffney, both Merrill Lynch Global Tax in New York, Microsoft
dividend (July 21, 2004), Bates No. ML-PSI-00147049-52 (original email). IRS Notice 97-66 is
the notice that some financial institutions claim allows certain offshore stock loan transactions to
eliminate the payment of U.S. dividend taxes, as explained earlier.
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“We had in place a 97-66 structure out of our SNCFE-Hong Kong
entity, as it related to our Luxembourg SICAV funds. This
structure was put on hold because the systems infrastructure
supporting the trade did not work as anticipated. We also know
that Morgan Stanley had a 97-66 facility for a couple of years, and
our 97-66 thing was an internal response to that. ... I also heard
that the IRS is looking into this issue as part of the single stock
futures project and there is some concern that whatever rules they
devise as part of that could adversely impact the 97-66 trades.
Other thoughts - ...[t]ypical total return swaps or collars to avoid
[withholding] tax.”**

In a second email on the same day, the Global Tax employee wrote:

“I also just heard that there is extreme interest in foreign holders
replacing their long physical position with a put/call combo. ...
The options exchange is pricing 100% of the dividend into the
option, so the foreign holders have the incentive to do a
‘conversion transaction’ whereby they sell their stock to the
specialist and simultaneously replace it with a put/call synthetic. ...
[Bly holding options where the strikes automatically drop by 100%
of the dividend, foreign holders can receive 100% of the dividend
through the options.””’

He also noted the tax risk associated with these transactions:

“Normally, we are concerned where a customer (i) sells stock to
ML [Merrill Lynch]; (ii} at the same time faces ML on an OTC
TRS [over-the-counter total return swap] or forward or put/call
combo; and (iii) gets the stock back at the end, either via physical
settlement or a cross out or what have you. I am not that
concerned where the options are exchange traded because ML is
technically not the counterparty and we could close out our
position through offset on the exchange while our customer still
has his options with OCC. However, OTC options don’t have that
argument available, thus may be a repo [stock repurchase], thus
there may be withholding tax.”**

The head of Merrill’s corporate equity derivatives group responded:

20 Email from Thomas Visone, Merrill Lynch Global Tax in New York, to Jacqueline Duval-
Major and other Merrill Lynch colleagues in New York, London, and Montreal, RE: Microsoft
dividend (July 22, 2004), Bates No. ML-PSI-00147049-51 (fourth email).

2! Email from Thomas Visone, Merrill Lynch Global Tax in New York, to Jacqueline Duval-
Major and other Merrill Lynch colleagues in New York, London, and Montreal, RE: Microsoft
dividend (July 22, 2004), Bates No. ML-PSI-00147049-51 (sixth email) (emphasis in original).

B214, at 50.
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“Tom: This is exactly what I had in mind - a synthetic long
structure for non-US holders to get as close to 100% of that
dividend value: Put/call combo (or as you mentioned in an earlier
email, total rate of return swap). ... Maybe we could ameliorate
your concerns re recharacterization as a repo with an OTC by
making sure that either the sale or any potential purchase at the
close of our derivative potion to unwind the hedge (or both) are not
done directly with a client, but rather from a broker. Also, I firmly
believe that when ML has synthetic in and sy[n]thetic out (your
example below on the short collar), it is hard to show a repo.”**

These emails show that, in 2004, Merrill employees were actively
designing financial transactions to enable their “non-US holders” of
Microsoft stock to avoid dividend withholding, were aware of the tax
risk that the transactions might be recharacterized as a stock sale and
repurchase subject to dividend taxes, and were interested in including
features that would make it “hard to show a repo.”

One month later, in August 2004, Merrill employees exchanged
emails regarding the transactions being developed:

“Can you speak to ... the US swaps desk about Microsoft — after
our follow up phone call with tax dept today related to various
ways our clients are going to expect to see yield enhancement
trades on MSFT. ... Paul is writing up (again) a list of the trades
proposed and the advantages/disadvantages of each, with the view
to get Tax dept guidelines asap.”>*

One colleague responded: “Our competitors are out there with
products and we need to get ours out there asap!”**’

By early October, Merrill circulated an email describing a
proposed “Microsoft Trade,” involving coordinated puts and calls.
The author of the email stated: “The beauty of the trade is that the
option strike is lowered by $3 on the XD [ex dividend] date, thereby

236

? Email from Jacqueline Duval-Major, Merrill Lynch International in London, to Thomas
Visone, Elissa Shendalman, and Mike Gaffney, all Merrill Lynch Global Tax in New York, RE:
Microsoft dividend (July 21, 2004), Bates No. ML-PSI-00147049-52 (seventh email).

3 Email from Jacqueline Duval-Major, Merrill Lynch Intemational in London, to Tobias
Gehrke, also in London, and Paul Cipriano, US swaps desk in New York, microsoft (Aug. 27,
2004), Bates No. ML-PSI-00054121-24 (original email).

5 Email from Tobias Gehrke, Merrill Lynch London, to Jacqueline Duval-Major in London and
others, RE: microsoft (Aug. 31, 2004), Bates No. ML-PSI-00054121-24 (second email).

36 Email from Andrew Miller, Merrill Lynch in London, to “Equity Convertible/Derivative
Sales” distribution list, Microsoft Trade yesterday (Oct. 7, 2004), Bates No. ML-PSI-00149878-
80 (original email).
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giving 100% of the special dividend.” The email provided an example
of how the trade would be executed for a non-U.S. client subject to “a
US dividend withholding rate of 15%.” It indicated that the trade would
return 100% of the withheld dividend, less Merrill’s fee: “The fees of 6
cents per share (or $3 per option) equate to 2% of the special dividend.
Therefore the client receives 100% gross of the dividend through the
trade, or 98% net after costs.” The same Merrill employee noted later
that the transaction was “our only internally recommended listed trade,
but clearly you have to be comfortable yourselves from a tax angle
before you proceed.”’

In October, Merrill’s Corporate Equity Derivatives group head
circulated an email to a wide group of Merrill relationship managers and
corporate finance employees announcing a “yield enhancement
opportunity for Clients that may hold Microsoft shares (MSFT US).
The email stated: “Clients who hold Microsoft shares ~ whether as an
free-standing shareholding or as part of a basket — and who will suffer
withholding tax on such shareholding (whether at 15 or 30%) may
benefit from one of the proposed transactions.””* The email directed
each employee to “[i]dentify Clients that may hold investments in MSFT
US and could benefit from the yield enhancement,” and to contact the
Corporate Equity Derivatives group to discuss the transactions.2*’ It also
stated: “Our competitors are offering similar products, and time is of the

essence.”?*!

32238

The attached presentation, whose first page was entitled
“Microsoft Special Dividend: Yield Enhancement,” was explicit in
telling Merrill employees that the purpose of the newly-designed
transactions was to help non-U.S. clients dodge payment of U.S.
dividend taxes:

o “MSFT announced 20 July that it will pay $32 billion of
dividend in a $3 per share special dividend, record date 17
November, pay date on 2 December ....

27 Email from Andrew Miller, Merrill Lynch in London, to several Merrill colleagues, FW:
Microsoft Trade yesterday (Oct. 27, 2004), Bates No. ML-PSI-00149878-80 (second email).

% Email from Jacqueline Duval-Major, Merrill Lynch International in London, to multiple
Merrill Lynch distribution lists and employees, Microsoft Special Dividend: Yield Enhancement
for Clients (Oct. 27, 2004), Bates No. ML-PS1-00147236.

239 1d.
240 1d.

241 1d.
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¢ Dividends paid to non-U.S. holders will be subject to US
withholding tax at 30% or a less rate (usually 15%) under a tax
treaty. Depending on the tax status and application [of] the
relevant domestic tax law, US withholding tax suffered may
represent an absolute cost to the non-US holder.

o The trade ideas in this presentation may provide a higher
synthetic return to such holders than a physical dividend with
withholding tax. Merrill Lynch makes money generally through
the pricing of the dividend element of the synthetic transaction
(and ML'’s hedge to that transaction).

o The Tax Department has approved these transaction parameters
for yield enhancement transactions over MSFT shares. ...

» Corporate Equity Derivatives will liaise with US Swaps Desk
... to coordinate execution of the transactions.”***

The presentation then provided charts and an explanation of three
possible transactions, the first involving an equity total return swap, the
second an exchange traded option called a “flex option,” and the third an
over-the-counter option. Another Merrill document shows that Merrill
actually carried out the Microsoft related swap and option transactions
with more than a dozen clients, primarily offshore hedge funds, affecting
over 20 million shares of Microsoft stock and resulting in over $18.5
million in dividend taxes not being withheld and turned over to the U.S.
treasury.243

Other documents show that Merrill continued to offer equity swaps
to reduce or eliminate clients’ dividend taxes. For example, an analysis
prepared by Citigroup, in 2007, in connection with a decision to
voluntarily pay the IRS $24 million in unpaid dividend taxes associated
with certain swap transactions, explained in more detail below, included
swaps with Merrill Lynch over a three-year period, from 2003 to 2005,
involving nearly $23 million in dividend related payments and $3.4
million in unpaid dividend taxes.?** In 2006, Merrill’s Global Markets
& Investment Banking Group prepared a lengthy presentation on its

2 Merrill Lynch presentation, “Yield Enhancement Opportunity[:] Microsoft Special/Cash
Dividend (MSFT US) Record Date November 17, 2004” (Sept. 23, 2004), Bates No. ML-PSI-
0289-94 (emphasis in original).

3 Merrill Lynch document, “Microsoft Counterparties” (undated), Bates No. ML-PSI-0485,
One of the clients was a Merrili-related entity called “Merrili Lynch Investment Managers.”

24 Citigroup untitled chart prepared for the IRS listing swap transactions from 2003 to 2005
(undated), Bates No. CITI_PSIWHTAX001460. See also discussion of Citigroup case history.
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development, marketing, and use of equity swap products.**® With
respect to U.S. stocks that pay dividends, the presentation stated: “ML
can pay an amount equal to 100% of the ordinary dividend.”*** When
discussing “Key Usage Considerations” for equity swaps, it listed as one
key consideration: “Yield Enhancement[:] Dividend enhancement
(recapture withheld dividends for foreign investors).”**’ When
discussing “Swap Applications and Advantages,” it stated: “Dividend
Enhancement — As synthetic instruments, swaps are not subject to the
withholding taxes that may be incurred by non treaty or offshore
investors who own the physical shares of a dividend paying stock,”
citing the usual dividend withholding tax rates of 30% and 15%.>®
Clearly, helping clients dodge payment of U.S. dividend taxes had
become an established part of Merrill’s equity swap business.

Project Gemini Stock Loans. Merrill Lynch also made use of
abusive stock loans to enable its clients to dodge U.S. dividend taxes. In
2005, for example, Merrill launched Project Gemini, which it described
as “a program intended to provide selected international investment
funds holding US equities with an enhanced after tax return.”** It was
planned to be “broadly market[ed]” to “foreign pension funds and
investment funds with US equities.”*>

Project Gemini initially provided “dividend enhancements” to a
Luxembourg mutual fund controlled by Merrill called Merrill Lynch
International Investment Fund (MLIIF), which was already executing
the proposed stock loan transaction “with several of Merrill Lynch’s
competitors.”' The Project then expanded to service other funds and
institutions. The Project utilized an offshore corporation in the Isle of
Jersey called Merrill Lynch Equity Solutions Jersey Ltd. (MLESJ). An

45 Merrill Lynch presentation, “Global Financing Products Group” (Spring 2006), Bates No.
ML-PSI-0123-53.

M6 1d, at 141
M7 1d. at 145.
28 1d. at 147.

2% Merrill Lynch presentation by its Global Markets & Investment Banking Group, “SSPC
Discussion Materials[:] Project Gemini” (Aug. 4, 2003), Bates No. ML-PSI-0300-18, at 302.

250 1d,

Zd. Inits presentation, Merrill described MLIIF as a SICAV fund incorporated in
Luxembourg, having only non-U.S. investors, and whose investments were managed by Merrill
Lynch. SICAYV stands for Societe d’Investissement a Capital Variable, “a Luxembourg based
public limited liability company whose capital is at any time equal to the net value of its assets.”
Merrill wrote that, in 2005, MLIIF had “approximately $28 billion of assets, with roughly 25%
invested in US equities.” It indicated that these U.S. securities were subject to a 30% dividend
tax. Id. at 305,
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initial presentation on the Project explained that the proposed transaction
involved: “[a] stock loan from MLIIF to a newly formed Jersey Island
entity, a subsidiary of ML Group, Inc.” and “[a] series of derivative
transactions executed with the market by the Jersey entity and MLI to
hedge ML market risk.”**? It then provided a series of charts explaining
the transaction.

The presentation stated: “Summary of US Tax Analysis[:] No
payments into or between Merrill Lynch affiliates (MLI and [MLESI])
will be subject to withholding tax. Payments to MLIFF under the stock
loan will not be subject to withholding tax.”*** A subsequent page in the
presentation estimated that the Gemini Project would protect about $72
million in annual U.S. dividends sent to Merrill clients from $21.6
million in U.S. dividend taxes, while bringing in a net economic benefit
to Merrill Lynch of about $9.6 million.?**

Project Gemini was approved by Merrill’s product review
committees in August 2005, and stock loan transactions began taking
place in November of that year. A month beforehand, in October 2005,
an “Operating Plan” was drawn up. The Plan began by observing;:
“Project Gemini is a structured transaction designed to provide yield
enhancement to non-US clients of Merrill Lynch that own US dividend-
paying equities. From the client’s perspective, the transaction involves a
market standard stock loan to a subsidiary of Merrill Lynch [MLESJ].”
5 The Operating Plan also stated:

“The structure may impose some US tax risk on ML. To manage
any potential risk, ML has established a cap on the transaction
which focuses on our economic return relative to potential tax risk.
... Clients may not be offered enhancement of greater than 50% of
potential US withholding taxes without approval. ... Several of
our competitors offer similar products (most notably Morgan
Stanley, I.ehman Brothers, and many non-US banks) so many
natural candidates for the transaction are already being serviced
and may command pricing concessions (State Street, BGI). ...
The success of Project Gemini and our ability to achieve target
economics relies on ML’s superior reach and breadth of

B4, at 302.
B34, at 313.
414, at 317.

55 Merrill Lynch document entitled, “Project Gemini Operating Plan as of October 11, 2005”
(Oct. 11, 2005), Bates No. ML-PSI-00049447-53.
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relationships relative to our competitors. Ideal candidates are
likely to include SICAVs and Irish mutual fund companies.”**

Following up on the Operating Plan’s tax risk analysis, a Gemini
Project review one month later disclosed that Merrill had, in fact,
established a tax risk limit for the program: “Annual trading limit
initially established at first to be reached of (a) $50 million annual gross
withholding tax elimination, and (b) $25 million net withholding tax
(=gross withholding tax less MLES] fees). Limits will be reviewed after
one year.”257

In mid-November 2005, Merrill’s Americas Equity Derivatives
Sales & Structured Marketing Group conducted a review of its new
product and trade development and prepared a presentation. The
presentation noted that the Gemini Project had begun executing its
“yield enhancement program” on November 15, and projected that it
would obtain 2006 revenues of $10 million and 2007 revenues of up to
$20 million.”*® In the meantime, the group noted that, even without the
Gemini Project, during 2005, it had executed 18 transactions, of which
15 were “dividend yield enhancement.”** Tt noted that these
transactions involved “9 hedge funds, 1 bank, 1 mutual fund, 1 personal
holding company.”*® It also observed that “[m]aturation of on-shore
and off-shore hedge fund space creates large pool of high-volume clients
focuseglmon sophisticated tax and other structured products as a new asset
class.”

For about two years, from late 2005 until late 2007, Project Gemini
conducted stock loan transactions for non-U.S. clients to reduce their
U.S. dividend taxes. In early 2008, after the Subcommittee had began
this investigation and contacted several financial institutions and hedge
funds, Merrill Lynch decided to suspend the Project and its transactions,
as explained in this email sent by a Merrill employee to a client
informing the client of the decision:

256 1d.

37 Merrill Lynch document entitled, “GMI New Product Review” (Oct. 25, 2005), Bates No.
ML-PSI-0319-56, at 37.

% Merrill Lynch document entitled, “New Product & Trade Development,” prepared by the
Americas Equity Derivatives Sales & Structured Marketing Group (Nov. 17, 2005), Bates No.
ML-PSI-00047439-43, at 40.

214,
260 1d.

261 1d.
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“Many thanks for meeting with us early on today on short notice.
As explained verbally, as a result of the actions by the US Senate’s
Permanent Subcommittee on Investigations our Jersey entity
(Merrill Lynch Equity Solutions Jersey or MLESJ) has had to
cease trading in regards its stock lending activities for US stocks.
As a result of this we are seeking to have the Lender recall the
securities in line with the wording as set forth below. ... Our
opinion is that as the securities lending business of MLESJ
undertaken in these Agreements has been materially restricted ...
the clause therefore requires the Lender to recall all outstanding
loans, for the borrower to return all loaned securities and for the
Agreement to terminate.”***

Merrill Lynch informed the Subcommittee that Project Gemini
remains on suspension, although a decision could be made at some
future time to renew its operation.

Tax Indemnity. While Merrill Lynch was providing stock loan
transactions under Project Gemini, several of its clients, apparently
worried about the tax risk, asked the firm to indemnify them against U.S.
tax liability associated with the transaction.

For example, in 2007, Olayan Group, an investment firm based in
Saudi Arabia, but with a New York office, expressed concerns about the
potential tax risks posed by Gemini and asked Merrill Lynch to provide
it with a tax indemnification agreement. On March 29, 2007, a Merrill
marketing executive sent the requested language:

“[S]orry this has taken so long to get to you - as a follow up to our
meeting and our ‘gemini’ product that can enhance the effective
dividend you get on physically held US stocks (like OXY), here is
our standard ‘indemnity’ language that you were looking for -
please review it and let me know your thoughts. if i’m doing my
math right, i think this can save you around $7 million per year on
OXY.”%

The language provided:

“[AJll payments under this Agreement shall be made on the due
date without any withholding or deduction whatsoever unless

262 Bmail from Hamish Pritchard, Merrill Lynch in London, to Chris Poikonen and Mark Wilson,
eSecLending, a securities lending manager, with copies to two Merrill colleagues, Exclusive
Lending Agreements — Janus Capital and Foreign & Colonial (Jan. 17, 2008), Bates No. ML-
PSI-00001261-62 (original email).

263 Email from Brian Abdoo, Merrill Lynch’s Multi-Product Marketing group, to John O.
Wolcott, Olayan’s New York office, FW: crescent/olayan follow up (Mar. 29, 2007), Bates No.
ML-PSI-00127174-76 (original email).
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required by law on account of tax. If any deduction or withholding
on account of tax is required by law to be made from any payment
... then the payor shall pay in the same manner and at the same
time such additional amounts as would result in the receipt by the
payee, free from any such withholding or deduction, such amounts
as would have been received by the payee had no such deduction
or withholding been required to be made and shall at the same time
supply tax vouchers in respect of the same if requested.”**

The potential client responded that its contact at a prominent U.S.
law firm, Shearman & Sterling, “report that they are apparently satisfied
that the transaction works. Once. Or maybe twice, but not necessarily
in succession, the reason being that repeated ‘abuse’ (my hyperbolic
word, not theirs) without a non-tax related business purpose would
quickly lead the IRS to such conclusion.”® The Merrill employee
responded: “who did you talk to at sherman? i’m pretty sure that we
can get them comfortable, perhaps with a few modifications. They’ve
represented some of our other counterparties doing this trade with us.”*%

The client replied that its legal contact “has talked to a number of
his partners, all of whom tell him that the transaction works, as I said,
once, maybe twice because repeated use, coincidentally around dividend
payment time, would provide a strong case for the IRS to assert tax
evasion. So yes, looking at it in a vacuum, it works, it is the repeated
‘overuse’, e.g. pigs trying to be hogs, that proves problematic.”*®’

After Merrill responded that “something is being
miscommunicated here somewhere,” the client suggested that Merrill
have its lawyers talk to his, explaining that his legal contact “has
cautioned us that converting the JPM dividend to nontaxable ordinary
income lending the shares just long enough to cover the record dates
quarter after quarter does not [work]. And perhaps other clients are less

24 1d.

265 Email from John O. Wolcott, Olayan’s New York office, to Brian Abdoo, Merrill Lynch’s
Multi-Product Marketing group, RE: crescent/olayan follow up (Mar. 29, 2007), Bates No. ML-
PSI-00127174-76 (second email).

268 Email from Brian Abdoo, Merrill Lynch’s Multi-Product Marketing group, to John O.
Wolcott, Olayan’s New York office, RE: crescent/olayan follow up (Apr. 19, 2007), Bates No.
ML-PSI-00127174-76 (third email).

267 Email from John O. Wolcott, Olayan’s New York office, to Brian Abdoo, Memill Lynch’s
Multi-Product Marketing group, RE: crescent/olayan follow up (Apr. 19, 2007), Bates No. ML-
PSI-00127174-76 (fourth email).
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concerned about playing the audit lottery than are we.”**® A stock loan
was never undertaken.

During the same time period, Merrill Lynch was also talking to
another client, Goldman Sachs Asset Management (GSAM), the
offshore hedge fund management arm of Goldman Sachs, that also had
requested tax indemnity. In January 2007, Merrill Lynch had proposed
that GSAM enter into a Project Gemini stock loan transaction with its
Jersey subsidiary, MLESJ.” Before agreeing to do so, GSAM asked
Merrill Lynch provide it with an indemnity agreement to protect it
against any U.S. tax liability.”® Merrill Lynch and GSAM then
negotiated over the wording of the proposed agreement for the next three
months, *’!

The provisions under discussion, which appear to have been
written initially by GSAM, would have required Merrill, as borrower of
the stock in question, to “fully comply with all applicable United States
income tax withholding obligations if any,” and state that Merrill will be
“liable for and will fully indemnify the Lender for any United States tax
liability, including any interest, penalties or additions to tax ... with
respect to any failure to withhold and timely pay to the U.S. Internal
Revenue Service any United States withholding tax imposed on any
substitute payments made to the Lender.” Other provisions would have
required GSAM, as the lender of the stock, to notify Merrill within 30
days of receiving any claim from the U.S. Government for withholding
taxes; give Merrill the right to take over the defense against any IRS
claim for taxes; and refuse to agree to any tax settlement without
Merrill’s written consent. Merrill also proposed a clause that would
have prohibited GSAM from “consulting with U.S. governmental
officials” without Merrill’s consent, but GSAM stated that it could not
agree to it. >

By May 2007, one GSAM employee told another that “it seems
ML is re-evaluating the viability of this product. ... I don’t think this is

268 Email from John O. Wolcott, Olayan’s New York office, to Brian Abdoo, Merrill Lynch’s
Multi-Product Marketing group, RE: crescent/olayan follow up (Apr. 20, 2007), Bates No. ML~
PSI-00127174 (sixth email),

269 Sec Merrill Lynch presentation entitied, “Enhanced Stock Lending Over US Equities[:]
GSAM” (Jan. 30, 2007), Bates Nos. GS-PSI-002397-2401.

270 See email from Karl Wianecki, GSAM, to several GSAM colleagues, FW: Basic flows for US
(Feb. 15, 2007), Bates No. GS-PSI-002396; Subcommittee interview with GSAM (Aug, 29,
2008).

27! Emails between Merrill Lynch and GSAM personnel, RE: US stock lending to MLESI (from
Feb. 16 to May 15, 2007), Bates Nos. GS-PSI-002513-22 and GS-PSI-05768-78.

2214, at GS-PSI-05775.
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going to happen.”” On May 15, Merrill Lynch announced to GSAM
that its tax department and business personnel had completed work on:

“a standardized indemnity that we can offer in relation to these
transactions going forward. Attached is a mark up showing how
this changes from what we had been discussing. Note that we can
accept no substantive changes to this. Apologies for the timing
being during our negotiation, however this has been an ongoing
project on our side. We look forward to discussing this with you
and hope that it is acceptable.”*”*

Apparently, however, the new proposal was not acceptable to GSAM,
and for that and other reasons, no stock loan transaction was
concluded.””

Lost Tax Revenue. The evidence associated with Merrill’s
dividend tax transactions indicates that these transactions likely
produced substantial tax losses for the U.S. treasury. For example,
Merrill’s internal presentation on Project Gemini projected that, each
year the program was in effect, the stock loans would enable Merrill
clients to avoid paying about $21.6 million in taxes on $72 million in
U.S. dividends.”™ Merrill established an even higher dollar-value limit
on the annual tax risk that could be incurred by the program, setting it at
the first to be reached of: “$50 million annual gross withholding tax
elimination” or “$25 million net withholding tax (+gross withholding
tax less [Merrill] fees).” A member of Merrill’s Multi-Product
Marketing group told an offshore hedge fund client in 2007, that the
Gemini stock loan program could save it about $7 million in dividend
taxes per year on a single U.S. security.””” These documents show that
Merrill expected its stock loan program to result in $20 to $50 million in
lost tax revenues for the United States each year. The program was
actually in operation for about two years, before being suspended in
January 2008.

* Email from Karl Wianecki to Cary Chropuvka, both of GSAM, RE: US stock lending to
MLESJ (May 3, 2007), Bates No. GS-PSI-05768-79, at 71.

2% Email from Graham Seaton, Merrill Lynch, to Rachel Birnbaum, GSAM, with copies to other
Merrill Lynch and GSAM employees, RE: US stock lending to MLESJ (May 15, 2007), Bates
No. GS-PSI-002513.

%75 Subcommittee interviews with Merrill Lynch (Sept. 2, 2008) and GSAM (Aug, 29, 2008).

276 Merrill Lynch presentation by its Global Markets & Investment Banking Group, “SSPC
Discussion Materials[:] Project Gemini” (Aug. 4, 2005), Bates No. ML-PSI-0300-18.

"7 Email from Brian Abdoo, Merrill Lynch’s Multi-Product Marketing group, to John O.
Wolcott, Olayan’s New York office, FW: crescent/olayan follow up (Mar. 29, 2007), Bates No.
ML-PSI-00127174-76 (original email).
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Merrill’s other dividend enhancement products also caused tax
losses. In 2004, for example, its Microsoft swap and option transactions
resulted in over $18.5 million in dividend taxes not being withheld or
remitted to the IRS.*”® As mentioned earlier, from 2003 to 2005, Merrill
conducted swap transactions with Citigroup that involved $23 million in
dividend equivalent payments and about $3.4 million in unpaid dividend
taxes.””” Another client, Maverick Capital, calculated that, in just two
years, from 2006 to 2007, Merrill had enabled its offshore hedge funds
to escape paying dividend taxes totaling nearly $5 million.”*® Those
figures indicate that Merrill’s swap transactions were capable of
producing millions of dollars in annual tax “savings” for each of its
clients and an equivalent annual tax losses for the U.S. Government.

These multi-million-dollar totals, $21.6 million, $7 million, $18.5
million, $3.4 million and $5 million, which involve a limited portion of
Merrill’s dividend enhancement business, show that, in just four years,
its transactions caused the U.S. treasury to lose out on tens of millions of
dollars in unpaid dividend taxes.

Merrill Lynch has engaged in abusive dividend tax transactions,
including stock swaps, loans, and options, for at least four years. These
transactions became an established and profitable part of its business.
The documents show that Merrill Lynch designed, marketed, and
implemented these abusive transactions to enable its non-U.S. clients to
dodge payment of U.S. dividend taxes, that Merrill Lynch personnel
were well aware of the associated tax risk, and that Merrill Lynch took
specific steps to limit its tax exposure. It was apparently only after this
investigation launched an inquiry into these matters that Merrill Lynch
decided to suspend one type of abusive dividend tax transaction,
involving its Project Gemini stock loans.

F. Citigroup Case History
1. Background

Citigroup Inc. (“Citi”) is one of the largest financial institutions
formed and headquartered in the United States, with assets that, at the
end of 2007, exceeded $2.18 trillion.”" Citi currently operates in about

8 Merrill Lynch document entitled, “Microsoft Counterparties” (undated), Bates No. ML-PSI-
0485.

2 Citigroup untitled chart prepared for the IRS listing swap transactions from 2003 to 2005
(undated), Bates No. CITI_PSIWHTAX001460. See also discussion of Citigroup case history.

280 Maverick Funds charts entitled, “U.S. Dividend Enhancements” and “Summary of Domestic
Enhancements (by broker)” (Dec. 31, 2007), Bates No. MAV0000856-57.

1 Citigroup Inc., 2007 Annual Report at 66.
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100 countries, employs over 385,000 individuals worldwide, and is
organized into four major segments, Global Consumer Group, Citi
Markets and Banking, Global Wealth Management, and Citi Alternative
Investments.®? In fiscal year 2007, Citi reported a net income of $3.6
billion. Citi’s current Chief Executive Officer is Vikram Pandit.**"

2. Dividend Tax Abusive Transactions

This final case history presents a unique fact pattern in which, in
2007, Citi took the initiative to pay the IRS $24 million in withholding
taxes on certain swap transactions that Citi had undertaken from 2003 to
2003, tied to U.S. stocks for which $160 million in dividend equivalents
had been paid but no dividend taxes had been originally withheld.

Citi apparently began engaging in what it termed “dividend uplift”
transactions in 2002.%®° In a 2006 letter to the New York Stock
Exchange, Citi explained that its Equity Finance Desk in New York,
which dealt primarily with broker-dealers and hedge funds, had begun to
engage in transactions “dedicated to achieving ‘dividend uplift’ for
foreign customers in respect of U.S. equities ... with the most significant
activity occurring in 2004 and early 2005.72% Citi described these
transactions as follows:

“1J.S. tax rules provide that dividend equivalent amounts paid to a
foreign investor under a derivative contract are not subject to
withholding tax. By contrast, actual dividends on U.S. equities are
subject to U.S. withholding tax. In the dividend uplift trades,
CGML - Citigroup’s U K. broker/dealer — would acquire a U.S.
equity security from an offshore fund or dealer (via a transaction
between that entity and Citigroup Global Markets, Inc. (‘\CGMI"))
and enter into a total return swap (“TRS’) with that entity. At the
termination of the TRS, the offshore entity would in many
instances reacquire the equities. In exchange for a LIBOR-based
return, CGML paid dividend equivalent amounts to the offshore
entity under the TRS, and treated those amounts as paid on a bona
fide derivative contract, rather than as a pass-through of dividends
on stock held in a custodial-type capacity. This treatment allowed
the payments to be made free of the U.S. withholding taxes that

282 1d. at 2. Note: Employment figure includes both full-time and part-time employees.
3 See id. at 3.
M1d. at4.

285 See Letter from Citigroup to the New York Stock Exchange (Feb. 1, 2006) and attachments,
Bates No. CITI_PSIWHTAX000738-43, at 739.

286 1d.
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would otherwise have been due to be withheld on dividends paid to
the offshore entity. ...

“Customers executing TRSs with the Desk frequently sell the
underlying securities to the Desk at the beginning of the TRSs and
then wish to reacquire the securities at the termination of the TRS,
without any execution or other risk. However, if at the time the
TRS was entered into the customer and the Desk had an
understanding that at termination of the TRS the securities would
be sold (directly or indirectly) back to the customer, the TRS may
be recharacterized for tax purposes as a financing transaction, and
the customer as the continuing owner of the securities. In that
case, Citigroup ... may be obligated to the IRS or another tax
authority for payment of tax that should have been withheld on
payments of dividends or dividend equivalent amounts. ...

“Citigroup’s Tax Department promulgated transaction guidelines
for TRSs on U.S. equities in order to minimize the risk that such
transactions would be recharacterized as financings and
subsequently lose their intended tax benefits. The risk is mitigated
principally by minimizing the chances that the underlying equities
would be crossed back to customers. ...

“[The Citigroup] Desk engaged in transactions in 2004 and 2005 in
which it purchased U.S. ... equities directly from customers ... and
then resold the equities back to the customers upon termination of
the TRSs, either directly or through interdealer brokers.”**’

This letter shows that Citi knowingly used total return swaps to
enable its offshore clients to dodge U.S. taxes on their stock dividends.
The letter also makes it clear that, as part of its dividend uplift
transactions, Citi often took physical possession of the shares of stock
that were the subject of the swap, and then returned the shares to the
client after the swap ended, in violation of its own stated policies. The
letter shows that Citi was aware that this practice could lead to a
determination that the client never really gave up ownership of the stock
during the swap transaction, that Citi was really engaged in a stock loan,
and that the real purpose of the transaction was to enable Citi to pass
through stock dividend payments to the client tax free. The letter
explains that, to avoid this outcome, Citi had promulgated transaction
guidelines which consisted principally of telling its employees not to
return stock to a client after a dividend uplift swap concluded.

27 1d. at 739-740.
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Despite these guidelines, Citi employees on the Equity Finance
Desk apparently let clients know that Citi would re-deliver stock to them
at the end of a dividend uplift swap. This practice was apparently
uncovered after Citi’s Internal Audit Department raised questions about
whether certain dividend uplift swaps being conducted by the Equity
Finance Desk complied with Citi’s tax guidelines. That audit led to an
investigation by outside counsel®®® which led, in turn, to Citi’s deciding
to disclose certain swap transactions to the IRS and offer to pay
withholding tax on the dividend equivalent payments that had been
provided to clients. The IRS, after receiving the disclosure from Citi,
required the bank to provide additional information about the identified
swaps and analyze other transactions as well.

Citi Analysis. Citi told the IRS that “extensive interviews”
conducted in connection with its investigation had led it to conclude that
“as to some total return swap transactions, there was an apparent
understanding at the inception of the trade that the shares would
effectively be delivered back to the counterparty at the termination of the
trade through the use of a large volume market-on-close order, a direct
cross to the counterparty, or an effective sale to the counterparty by way
of an inter-dealer broker.”**’ Citi said that two employees on its Equity
Finance business unit were responsible for those “understandings” and
had been subjected to “disciplinary action” as a result.*

Citi told the IRS that, because of the prior understanding that Citi
would re-deliver purchased shares to a client at the close of the swap
transaction, Citi had determined that those swaps could be
recharacterized as stock repurchase agreements or securities Joans,”"!
and withholding tax could be assessed with respect to the dividend
equivalent amounts that had been paid under the swaps.””* Citi also
noted that these transactions “were not in full compliance with” its Tax

2% According to Citigroup representatives, the investigation examined all total return swaps
entered into during the 2003-2005 time period and involving U.S. dividend-paying securities and
non-U.S, parties.

2 Citigroup memorandum to the IRS, “IRS Withholding Tax Examination (2003-2005): Total
Return Swaps over US Equities” (June 14, 2007), Bates No. CITI_PSIWHTAX001208-29
(hereinafter “Citi Memorandum to IRS”), at 1209-10.

29014, at 1210. Another document indicates that the disciplinary action taken with respect to one
of the Citi employees was to suspend him from his position for two months. See Letter from
Citigroup to the New York Stock Exchange (Feb. 1, 2006) and attachments, Bates No.
CITI_PSIWHTAXO000738-43, at 741.

1 Citi Memorandum to IRS, at 1210.

2 1d. at 1208.
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Policy Guidelines, which had been designed to ensure that its equity
swaps would not incur these types of taxes.””

Citi told the IRS that all of the swaps in question had been
executed by its broker-dealers in the United Kingdom, which meant that
the applicable dividend withholding tax rate was 15%.%* After applying
this 15% rate to the $160 million in dividend payments, Citi paid the
IRS withholding taxes totaling $24 million.

While Citi’s payment of withholding taxes to the IRS could be
viewed as an admission of wrongdoing, Citi states in its memorandum to
the IRS that it had “decided to pay US withholding tax on the dividend
equivalent amounts that had been paid under the transactions, even
though the tax liability was uncertain.”*

Excluded Transactions. While Citi took the initiative to pay
withholding taxes for certain equity swaps, Citi declined to take the
same action with respect to other swap transactions identified in its
review as exhibiting troubling practices. The transactions, most of
which were transacted with hedge funds, were conducted through Citi’s
Equity Finance business unit and generated dividends of $239 million.
Citi’s rational for not paying withholding on those transactions was that
there was no apparent understanding at the inception of the trade that the
counterparty would seek return of the shares at the termination of the
swap:

“The Equity Finance transactions for which Citi did not pay
withholding taxes included those transactions where it was
unclear at the inception of the trade whether the counterparty
would seek delivery of the shares back at the termination of
the trade and, accordingly, there was generally no apparent
understanding at the inception of the trade regarding possible
re-delivery of the shares upon termination. These transactions
involved approximately $239M of dividends, and were not
executed with UK broker-dealers. Interviews indicated that
most of these transactions were executed with hedge funds.
Typically, the hedge funds were more interested in synthetic
exposure, rather than delivery and re-delivery of shares.”**

23 1d. at 1209, Citi’s “Tax Policy Guidelines for Total Return Swaps on US Equities” (Dec. 1,
2003) can be found at 1214.

B41d. at 1210,
295 1d.

614, at 1211,
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However, many of those transactions included activities that raise
concerns and are identified as “Red Flags” in this Report:

“As noted in Citi’s letter dated March 2, 2007, however, the
transactions on which no withholding taxes were paid did
include: (1) transactions where Citi purchased shares from
the swap counterparty at inception of the swap and sold
shares to the counterparty upon termination of the swap, (2)
transactions where Citi purchased shares from and/or sold
shares to an IDB, and (3) transactions where Citi purchased
shares on an exchange (including shares purchased pursuant
to market-on-close orders) at inception of the swap and/or
sold shares on an exchange (including shares sold pursuant to
market-on-close orders) upon termination of the swap.
However, as stated above, there was generally no apparent
understanding at the inception of the swap to deliver shares
back to the counterparty at the termination of the trade.”®’

Citi also declined to pay withholding tax on equity swaps which
had been conducted by its Equity Derivatives business unit and were tied
to U.S. stock that paid another $36 million in dividends. Citi told the
IRS that it had decided not to pay withholding taxes for these swaps
because the transactions were “not clustered around dividend record
dates” or “generally did not appear to involve an understanding
regarding delivery of the shares back to the counterparty at the inception
of the trades.” ***

Finally, Citi told the IRS that it was not identifying any
transactions involving “security lending transactions, even though
Citigroup also engaged in such transactions, because we believe these
other transactions are not the focus of your present examination.””
Evidence uncovered by the Subcommittee indicates, however, that stock
loan transactions have been used by U.S. financial institutions on many
occasions to enable clients to dodge payment of U.S. dividend taxes.

In August 2007, Citi reported to the IRS that it had identified
additional transactions that had been conducted by its Derivatives Unit
in which dividends had been paid but no taxes withheld. They consisted
of 15 trades, all involving Microsoft stock, which had generated $5.7
million in dividends.’™

297 1d.
298 1d.

391 etter from Citigroup to the IRS (Feb. 20, 2007), Bates No. CITI_PSIWHTAX001336-39, at
1337.

300 1 etter from Citigroup to the IRS (Aug. 24, 2007), Bates No. CITI_PSIWHTAX001455-56.
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Case History Implications. The Citi case history is significant for
at least three reasons. First, it provides additional evidence related to the
amount of tax revenues lost due to nonpayment of dividend taxes. For a
three-year period, 2003 to 2005, Citi acknowledged entering into equity
swaps with non-U.S. clients tied to stock that paid dividends totaling
about $440 million.*®" Normally, $440 million in dividends paid to non-
U.S. persons would generate $50 million or more in dividend taxes
depending upon whether the 15% or 30% dividend rate applied, but in
these swap transactions, no dividend taxes were originally withheld on
the ground that the taxable dividends had been transformed into tax-free
dividend equivalents. Citi’s $24 million payment to the IRS reflected its
judgment that some of the dividend equivalent payments made to clients
should have been treated as taxable dividends. This total would have
been higher if some of the dividend equivalent payments made in
connection with some of the other troubling swaps were also subjected
to withholding. The total would also have been higher had the analysis
included consideration of Citi’s stock loan transactions.

The Citi case history is also significant because it shows how
commonplace dividend enhancement products have become. In
conducting analysis for the IRS, Citi examined over 6,000 total return
swap transactions from 2003 to 2005, involving U.S. dividend-paying
securities and non-U.S. clients.>” Of those 6,000 swaps, Citi
subsequently paid withholding taxes on about 1,350. Citi also admitted
participating in stock loan transactions tied to U.S. dividend-paying
stock, but did not specify the total number of stock loans or the total
amount of dividends or substitute dividend payments involved.*”
Together, the Citi documents indicate that swaps and stock loan
transactions tied to dividend-paying stock are in routine use across Citi
business units, are popular with clients, and serve as potential vehicles
for dividend tax abuse.

3% This $440 million figure is derived from four figures supplied by Citi to the IRS: $160 million
in dividends paid on stocks for which Citi issued equity swaps and decided to pay withholding
taxes; $239 million in dividends paid on stocks for which Citi issued equity swaps and bought
and returned stock to its clients but declined to pay withholding taxes; $36 million in dividends
paid on additional equity swaps conducted by its Equity Derivatives business unit and for which
Citi declined to pay withholding taxes; and $5.7 million in dividend-related payments in swap
transaction related to the Microsoft special dividend.

302 See, e.g., Form 4564 filed by Citigroup with the IRS, (Nov. 19, 2007), Bates No.
CITI_PSIWHTAX001625-26 (stating Citi paid withholding tax on 1,352 total return swaps, but
not on 4,720 other total return swaps); Memorandum from Citigroup to the IRS (Mar. 21, 2007),
Bates No. CITI_PSIWHTAX001340-80; Memorandum from Citigroup to the IRS (Aug. 24,
2007), Bates No. CIT1_PSIWHTAX001455-56.

303 L etter from Citigroup to the IRS (Feb. 20, 2007), Bates No. CITI_PSIWHTAX001336-39, at
1337.
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Finally, the Citi case history makes it clear that U.S. financial
institutions are aware of the tax risks associated with their participation
in transactions tied to dividend-paying stock. In this instance, Citi
developed tax policy guidelines in 2003 for total return swaps tied to
U.S. stock because it wanted “to ensure that Citi’s transactions did not
come anywhere remotely close” to transactions that could be
characterized as stock repurchase agreements or securities loans.***
Citi’s Internal Audit Department chose to conduct a review of the bank’s
equity swaps and found many that failed to comply with Citi’s tax
policy. Citi then performed a detailed analysis of those swaps and
determined that the facts were so troubling for certain swaps involving
$160 million in dividend payments, that the better course of action was
for Citi to pay $24 million in withholding taxes to the IRS.

IV. U.S. GOVERNMENT RESPONSE TO ABUSIVE
DIVIDEND TAX TRANSACTIONS

The six case histories examined in this Report show that abusive
dividend tax transactions first began to appear in the United States in the
1990s, and gradually expanded over the next ten years to multiple U.S.
financial institutions and offshore entities. Milestones included the 1991
Treasury rule making swap payments to non-U.S. persons tax free; the
1997 IRS Notice which gave rise to new abusive stock loan transactions;
the 2003 lowering of the individual U.S. dividend tax rate which
encouraged U.S. firms to issue more dividends; the 2004 Microsoft
special dividend which led to a burst of abusive transactions; and the
development of financial instruments with features designed to disguise
their objective of enabling offshore hedge funds and others to dodge
U.S. dividend taxes. Using names like “dividend enhancement,” “yield
enhancement,” and “dividend uplift,” abusive dividend tax transactions
have become commonplace among U.S. financial institutions and
offshore clients, and continue to this day.

Many of the documents obtained by the Subcommittee show that
the participating U.S. financial institutions and offshore hedge funds
were well aware of the tax risks associated with their dividend-related
transactions and took actions to limit their tax exposure. Some set
annual monetary limits on the amount of unpaid dividends that could be
associated with their transactions. Some clients obtained tax indemnity
agreements. Tax experts wrote articles highlighting the problem of
abusive dividend tax transactions.

% Citi Memorandum to IRS, at 1212,
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Despite the pervasiveness of the problem over the last ten years,
the U.S. Government has done little to stop the use of abusive dividend
tax transactions. In 1997, the IRS promised to issue guidance on “how
substitute dividend payments made by one foreign person to another
foreign person are to be treated,” but never did.

Due to their inaction on the issue of offshore dividend tax abuse,
U.S. Treasury and the IRS have failed to send the signals needed to curb
the development, marketing, and implementation of “dividend
enhancement” transactions aimed at enabling clients to avoid payment of
U.S. dividend taxes. Until U.S. Treasury and the IRS make their
position known, in writing and through enforcement actions, that
dividend enhancement transactions are impermissible, U.S. financial
institutions will continue to offer these transactions, dividends will
continue to be paid offshore under the guise of tax-free swap payments
and substitute dividends, and offshore holders of U.S. securities will
continue to dodge paying their fair share of taxes, leaving ordinary
Americans to shoulder the U.S. tax burden.

The U.S. Treasury and the IRS can and should do more to enforce
current law. First, the IRS should complete its pending review of
dividend-related transactions and take civil enforcement action against
delinquent taxpayers and the U.S. financial institutions that have
participated in stock swap and loan transactions aimed at dodging U.S.
taxes on stock dividends.

Second, to stop misuse of stock loan transactions to dodge U.S.
dividend taxes, the IRS should issue a new regulation on the tax
treatment of substitute dividend payments between foreign parties to
make clear that inserting an offshore entity into a stock loan transaction
does not eliminate U.S. tax withholding obligations.

Third, to stop misuse of equity swap transactions to dodge U.S.
dividend taxes, the IRS should issue a new regulation to make dividend
equivalent payments under equity swap transactions taxable to the same
extent as U.S. stock dividends.

Fourth, Congress should do its part by enacting legislation making
it clear that non-U.S. persons cannot avoid U.S. dividend taxes by using
a swap or stock loan to disguise dividend payments. This legislation
should end the abuse by eliminating the different tax rules for U.S. stock
dividends, dividend equivalents, and substitute dividend payments, and
making them all equally taxable in the same way as dividends. Like the
U.S. Treasury and the IRS, Congress has not sent a clear signal that
these abusive transactions distort the law, were never intended by the tax
code, and have robbed the U.S. Treasury of tax revenues totaling billions
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of dollars. Enactment of clarifying legislation would send a clear signal
that abusive dividend tax transactions are unacceptable, strengthen the
enforcement authority of the IRS, and help put an end to this particular
offshore tax abuse.

V. ADDITIONAL MINORITY STAFF VIEWS
ON THE REPORT

The factual findings presented in this bipartisan report are
compelling and raise valid concerns that demonstrate the need to
reevaluate the wisdom and effectiveness of certain tax laws and policies
respecting the treatment of specific equity swap and loan transactions.
The Subcommittee’s investigation has revealed that, under specific facts
and circumstances, a subset of such transactions may result in
inappropriate non-payment of U.S. dividend taxes. We recognize that,
for a foreign investor, there is a significant difference in the U.S.
withholding tax consequences between investing synthetically through
an equity swap versus investing directly in physical, U.S. equities and
that this difference in treatment has led to certain abuses. There is no
doubt that some institutions, in certain transactions, have pushed the tax-
avoidance envelope too aggressively.

We believe, however, that articulating specific legislative or
regulatory responses to these abuses requires a more comprehensive and
in-depth analysis than this Report provides. Experts on tax law and
policy are better equipped than we to arrive at an appropriate response.
In light of the Subcommittee’s findings, those experts, the relevant
Executive Branch agencies, and the Congressional committees of
Jurisdiction should engage in a deliberative process to evaluate the
various possible responses and determine the most appropriate path.

Therefore, we join with the Majority in this analysis insofar as it
identifies and diagnoses the problem. We strongly urge, however, that
any response to these abuses be clearly defined and carefully targeted to
preserve the integrity and efficiency of our capital markets, prevent
negative impact on foreign investment in the United States, and avoid
unintended consequences.

#HH
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From: veronica.wilthew@ubs.com
~ Sent: Monday, November 01, 2004 12:41 PM
Ta: Michael Madaio@ubs.com; Mark Niesen@ubs.com
Subject: FW: Dividend Enhancement Flow
Importance: High
Attachments: Dividend Enhancement.dac

Dividend
wancerment.doc {26 |
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Dividend Enbagcement

For US securitics paying dividends, te RS roquircs a 30% withholding tax be fevied against offshore entitics.
This means that a Cayman cntity such as Maverick Fund LDC would only recive 70% valuc on their US
dividends, UBS offers a product known as “Dividend Enhancement”, whereby Maverick LDC is sbie o realize a
greater portion of their dividends, and pay an amount kess than 100% of a dividend, if they are shon a security. ft
works on the basis that UBS can gel more Gvorable treatrucnt than an offshore entity and hus can put the
foliowing arangement in place, wherchy UBS passes an enhanced amount back to the clienl The OSLA execuled
between Maverick 1DC and UBS Cayman Lid govems the lending and borrawing of securities between the 2
Cayman enlitics, and allows the lender & be freed from paying additional withholding. The steps are as foilows:

1} UBS Cayman borrows the US stock from Maverick Fund LDC.

2)  UBS Cayman exesutes & total retum swap with UBS AG, wherehy Cayman ase *long” the retums.

3} UBS Cayman sell the stock io UBS AG Loadon in order for UBS AG London to hedge the swap.

4)  UBS AG Londan creates a fong basket trade (in swap form), including the sczurity that it received from
UBS Cayman. :

5} UBS AG London seit the physical stack to the swap counterpart, &s the other side of the swap transaction
UBS AG Londan then receive retums on the swap, inchuding 100% of the dividends value (as a part of
the swap transaction}, on the stock reccived from UBS Cayman.

6) UBS AG London retums $0% of the valic of the dividend to UBS Cayman, this is done by way of a
cammission, o reftect 0% value of such dividend.

7) UBS Cayman passes the 90% dividend payment onto Maverick Fund LDC,

NOTE: The rationale for a Cayman registered entity to fend the applicable securitics to UBS Cayman is due to IRS
Nole 97-66, which states that where lending is conducted between two entities in the same jurisdiction, the
{forcign o forcign) payment af the ‘sub dividend will not be subject to US withholding tax. {f a Cayman eatity
simply lent the siock to UBS London, for instance, that sub dividend, due back ¢ the Cayman entity, would be
subject to US withholding tax, The sub dividend in this instance is the dividend that gets passed to the fender, as
opposed 1o the true dividend that is paid & the holder of record. This note was issued by the RS in 1997, and
Paine Webber received an opinion, from exwernal counsel, Cahill Gordon, that ne US withholding would be
applicable, hence the introduction of the Paine Webber Cayman branch, and Dividend Enhancement as a prodact.

At the expiration of the transaction UBS AG Loadon purchases the stock, in the market, in the namc of UBS
Cayman. The stock is then returned to Maverick Fund LDC, and the transaction is closad.

The trade is excruted ex-dividend date, and the foan stays open for & minimum of 30 days, and a maximum of 45
days. Generally however these transactions have 30~day maturitics. The stack borcaw is done at 100%, i.c. thercis
o margining of haircufting of the cash ot sccuritics, and UBS Cayman gives 100% of the cash value ta Maverick
as collaterat on these trades.

Mark to Market & Thresholds

The Clicat Integration Team monitor the value of the securities bormowed agaiast the loan, and may calt or pay
coftateral on the basis of a $5.5 wilion collateral threshald, This limit was approved at the inception of this
business, by CRC within UBS Financial Services, formerly PaincWebber. All stock loan exposures are reparted o
and monitored withio the Crodit Enginc system.

The UBS Swags both betwoen UBS AG Landon and UBS Cayman as welt as the onc betweess UBS AG Landun
and the street counterpart, are booked in WISDOM, which feeds GERONIMO. It should be noted that the swap
parts of this transaction are pat exposure to Mavesick, and thus are not seen within the crodit systcms. Rather they
are UBS imernal and exteroal iransactions enabling us to facititate Maverick's requirements.

UBS Group - dpprovals
This product was approved by the UBSW Exccutive Commitiee in March 2002 and Group Tax in May 2002.

' An Overseas Securifies Lending Agreement (‘OSLA'} noeds to be cxecuted for this product, batween Mavrick
LDC and UBS Cayman bud. Also, tax approval is roquired for this product whou it is first approved for any given
client. However all irades thereafter arc subject to 2 blaoket spproval.

The majority of dividend enhancement transactions are done: with Maverick LDC, while occasionally  trade wift
be done with Maverick IL Limits and exposurcs,are monitored in the PaineWebber Cayrman module of the Credit
Engine. For LDC, Volume exposuse amounts to CHF 758 mio while risk exposure is CHF 95 mio as of Apr 22,
2004, These transactions take place over dividend payment period, which is quarterly in the US, and typicaliy fast
for onc moath aad a few days. The tenor of the rades is short, and exposure usually drops significantly afier the
fiest month, Below soc feading risk and votume fimits are recommendod to cover the dividend enbancement
trackes.

Confidential Treatment
Requested

UBS 000510
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Legal Opinion

Abernative Transactions

It could be argued that & swap provides the same benefit in that the retums, to a clienl, will include the dividend
value; therefore what would the ratiopale be for enteriag into the aforementioned coavoluted structure? A Total
Retum Swap can often be used, and indeed is. However if a fund bas underlying investars hat may suffer capital
gains {CGT') consaquences, if the underlying stock is sofd, a Total Retum Swap cannot be used. To execute the
Swap, the stock needs 10 be sold as 2 hedge, thus the sale may attract OGT, possibly negating the dividend
withholding gain. For this reason, many Cayman based funds use the Dividend Enhancement tradzs, versus Swaps,
to achieve theses benefits.

Confidential Treatment UBS 000511 i
Requested
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April 22, 1999 DRAFT — AS OF 4/26/99

Tor  Maverick Fund, LDC File
Maverick Fund I, Ltd. File

From: Keith Hennington

Dividerid Enhancement Transactions

Maverick is the advisor for several offshore funds that are having taxes withheld on
dividends reéceived from United ‘States companies. Morgan Stanley has approached us
about entering into stock loan agreements that would minimize the adverse effects of
U.S. withholding.

Stock Loan

Our Cayman Islands finds would enter into a stock loan on each U.S. security that is
scheditled to pay a dividend. We would loan the security to a Cayman Morgan Stanley
entity. They would pay us an amount-equal to 70% of the dividend paid on that security
(dividend entitlement). They would also pay us a stock loan fee equal to 13% of the
dividend. This stock loan fes is negotiable. The end result would be that we wouid
receive §3% of the dividend instead of the normal 70%. Morgan will then cnter irito a
swap with a U.8. counterparty. They are taking the position that all payments under the
swap are not subject to witkholding. ‘This removes the dividend from the 1J.5. without
subjecting it to any withholding.

U.S. withholding taxes on dividend entitlement

Morgan is relying on Notice 97-66 to avoid withholding on the dividend entitlement,
The premise of this Notice is that withholding is required on substitute dividend
payments between foreign eatities only if the foreign payor’s U.S. withholding tax rate is
lower than the payee’s U.S. withholding tax rate. Since both the payor and payee in our
transaction are Cayman entities subject to the same rate, there is presumably no
withholding on the payment. This notice is designed to ensure that the appropriate U.S.
tax is withheld but that it is only withheld once.

Notice 97-66.addresses a situation where all links in a chain of transactions are securities
loans. It does not address a situation where one of the links is a2 swap. .As mentioned
dbove, this Notice assumes there is wilhholding at some point in the chain. It specifically
states that “1o the extent a foreign-to-foreign securities loan or sale-repurchase transacticn
would reduce U.S. withholding tax, an incremental amount of U.S. withholding tax is
imposed on the substitute payment.” When compared to a direct loan to a U.S. entity,
this transaction reduces the U.S. withholding tax. However, we could argue that the swap

EXHIBIT #3
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does not reduce the U.S. withholding because there would be no withholding if we had
done the swap direstly ‘with a LS, counterparty. Assuming the swap is not subject to
withholding, the Service has not been harmed by the additional step of a foreign-to-
foreign securities loan, The Notice appears to disregard the foreign-to-foreign loan when
determining if U'S. withholding has been reduced because it states that “no withholding

tax is required in situations where transactions are entered into between residents of the'

same country.” It is the swap and not the Joan that reduces the U.S. withholding so-the
exposure lies with that transaction, not the foreign to foteign loan.

Under this analysis, the foreign lender of the securities appears to. have very little U.S. tax
exposure. Even if there were exposure, the Service woilld look to the U.S. withholding
agent for the payment of the withholding instead of the foreign lender. The withholding
structure was sct up to provide a means of collecting. U.S. tax without invelving the
foreign entity nltimately Hable for the tax. I-am more worried about Jimiting Morgan®s.
ability to come te us for reimbursement of the tax if the Service later rules that
withholding shonld have taken plage at some point ifi the chain. Their right to
reimbursement is part of our contractual arrangement with them and should be clearly
addressed in any written agresment with them. T 'think the attorneys should review any
agreements we enter info on this transaction. I doubt the standard loan docurnentation
will address the tax issues related to this:transaction. Side letters may be required.

U.S. withholding on stock loan fee

The stock loan fee will be pald from one foreign entity to another. This fee should not be
U.8. source income unless it is somehow classified as a substitute dividend payment.
Once again, if the analysis above is correct, the stock loan should not create substitute
dividends

Source of ingome

The dividend entitlement will be U.S. source since the security is a U.S. security. The
stock loan fee should be a foreign source income since both the payof and payee are
foreign.

Total Return Swaps

I will get several quotes on the cost of entering into swaps. 1 have talked to Paine
Webber and Deutsche Bank. They are estimating that we would receive approximately
93% of dividends after cxpenses of the swap. They are sending us rmore detailed
information. Tt sounded like the swaps would be much more difficult to manage and we
would lose some of the flexibility we would have with the stock loan transaction. I plan
to focus on the stock loan transaction unless we: feel there is too much tax exposure. The
additional 10% enhancement is probably not worth the. additional administrative burden
at this point.

MAV0001083
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December 12, 2006

Description of Dividend Enhancement Transactions

Maverick is the advisor for several offshore funds that currently participate in stock lending
transactions. One of the benefits of these transactions is that U.S. and Foreign tax withholding
may be reduced. The details of a typical U.S. dividend enhancement transaction are desctibed
below.

(1) Cayman Islands hedge fund (“Fund”) lends U.S. security to a Cayman Islands prime
broker (“PB”) pursuant to a conventional securities lending agreement. The loan oceurs
prior to the dividend record date.

(2) PB posts equity cbllateral in exchange for the security. The term of the loan is flexible
but historically has been greater than 30 days for domestic enhancements. Beginning in
2006, Fund began using a different PB for domestic enhancements and, consequently, the
majority of its new securities loans have had a term less than 30 days. The security may
be recalled at any time for regular settlement. Early recall may result in a fee payable by
Fund.

(3) PB typically enters into-an equity swap with a U.S. counterparty, but has no contractual
obligation with Fund to do so. PB takes the position that all payments received in
connection with the swap are not subject to U.S. tax withholding.

(4) At the end of the term, PB pays a fee to Fund equal to a percentage of the dividend. The
fee is negotiable and has historically been in the neighborhood of 85% to 97% of the
dividend.

Maverick began using the dividend enhancement transaction in 1999. Dunng that time,
Maverick has done this transaction with Morgan Stanley, UBS, Lehman, Merrill Lynch, and ING.

U.S. Tax Implications of Enhancement Transactions

Maverick and its PB’s currently rely on IRS Natice 97-66 to avoid withholding on its dividend
enhancement transactions. The premise of the notice is that withholding is required on substitute
dividend payments between foreign entities only if the foreign payor’s U.S. withholding tax rate
is Jower than the payee’s U.S. withholding tax rate.” Since both the payor and the payee in our
transaction are Cayman entities subject to the same withholding rate, there is presumably no
withholding on the payment from PB to Fund. This notice is designed to ensure that the
appropriate U.S. tax is withheld but that it is only withheld once.

Tt should be noted that Notice 97-65 addresses a situation where all links in a chain of
transactions are securities loans. It degs not address a situation where one of the links is a swap.
As mentioned above, Notice 97-66 assumes there is withholding at some point in the chain. Tt
specifically states that “to the extent a foreign-to-foreign securities loan or sale-repurchase
transaction would reduce U.S. withholding tax, an incremental amount of U.S. withholding tax is
imposed on the substitute payment.” When compared to a direct loan to a U.S. entity, this
transaction reduces the U.S. withholding tax. However, Fund could choose to enter into a swap
with a U.S. counterparty and avoid U.S. tax withholding. Under Regulation section §1.863-
7(D)(1}, "the source of notional principal contract income shall be determined by reference to the
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December 12, 2006

residence of the taxpayer" who is the direct recipient of the income. Therefore, periodic or non-
periodic payments received by a foreign person are not subject to U.S. withholding tax as long as
the foreign person is not otherwise engaged in a U.S. trade or business. Consequently, Fund’s
use of a securities loan transaction does not reduce the U.S. tax withholding in this situation
because there would have been no withholding if Maverick had entered into the swap directly
with a U.S. counterparty. Assuming the swap income is not subject to U.S. withholding tax, the
Service has not been harmed by the additional step of a foreign-to-foreign securities loan.

Notice 97-66 appears to disregard the foreign-to-foreign loan when determining if U.S.
withholding has been reduced because it states that “no withholding tax is required in situations
where transactions are entered into between residents of the same country.” It is the swap
transaction and not the loan that reduces the U.S. withholding tax so the exposure lies with that
transaction, not the foreign-to-foreign loan. In fact, Maverick’s research indicates that the
Service has considered whether the scope of the proposed regulations should apply to dividend
equivalent payments made in connection with notional principal contracts, such as an equity
index swap structured to replicate the cash flows that would arise from an instaliment purchase
of one or more equity securities. Perhaps one reason the Service has not acted on this matter is
because notional principal contracts typically seitle on a net basis and, consequently, there would
be a possibility that any applicable withholding tax (caleulated on a gross income basis) could
exceed the net economic benefit that the transaction would ultimately yield.

Since PB is a foreign party, the stock loan fee received from PB will not be U.S. source income.
If the analysis above is correct, the stock loan should not create substitute dividends.

Foreign Tax Implications of Enhancement Transactions

Maverick has also entered into transactions similar to that described above to enhance foreign
dividends. Foreign enhancements have not historically been as large as those on the domestic
side. Tax laws in each applicable foreign jurisdiction can warrant slight adjustments to the
transaction described above but the same general structure is utilized. The obvious difference
between a U.S. and Foreign enhancement is that the PB would not need to be a Cayman entity.
Also, depending on the jurisdiction, the PB could opt to use a back-to-back stock loan rather than
the swap transaction to achieve the desired tax result in that jurisdiction.

Maverick has worked with outside counsel to determine that its dividend enhancement
procedures would more likely than not be upheld in the various foreign jurisdictions in which
Maverick held securities.

Conclusion

Maverick has concluded that the position described above has a greater than 50% chance of
being sustained were it to be reviewed by the Service. There could be some business risk
associated with the transaction if it is ever determined that there should have been U.S. tax
withholding on the swap transaction presumably entered into by PB. If that were to occur, the
PB might be able to seek reimbursement from the funds pursuant to the contractual agreement in
place with them at that time.

MAV0001072
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Maverick Capital
Dividend Enhancement Transactions Memo
6/30/05

Domestic Securities - Long

This memo is being written to document our understanding of the dividend
enhancement transactions that Maverick Fund II, Lid. and Maverick Fund LDC (the
funds) participate in with Paine Webber-London (PW).

Purpoese

Dividend enhancement on long securities is designed to gross up the funds’ dividends
received from U.S. based companies by transferring the shares owned in the funds to
PW, a U.S. based entity, therefore causing there to be no dividend withholding taxes.

Transaction

When a U.S. based company, in which the funds own shares, declares a dividend the
funds lend their shares to PW in exchange for collateral, which is defined by the
agreement to be cash, U.S. treasuries, or a letter of credit in an amount equal to at
least 100% of the market value of the securities lent.

A loan is initiated approximately 3 days before the ex-dividend date, allowing time
for the transaction to settle and the shares to be registered to PW before the dividend
ex-date, and is terminated approximately 30 days after the payment of the dividend.
Upon termination of the loan agreement, the shares and the dividend are returned to
the funds and the funds return the collateral to PW.

It is also noted that at anytime during this loan period Maverick may still sell the
position that is on loan, the only consequence of this sell would be that PW would
charge a larger percentage of the dividend for the facilitation of this transaction.
Example of a dividend enhancement transaction and applicable entries:

January 1, 2005 the funds purchase 10,000 shares of IBM at $100/share with 50% of
the purchase on margin at 5% mterest. January 6, 2005 IBM declares a $1/share cash
dividend with an ex-dividend date of January 15, 2005.

Purchase date entry:

DR. Investment in IBM $1,000,000
CR. Cash $500,000
CR. Margin Debt $500,000

Transfer Date, January 10, 2005:
e Client does not make an entry on their books to account for the transfer of
shares to PW; however the client surrenders the 10,000 shares to PW and
PW remits to the client $1,000,000.

Permanent Subcommittee on Investigations
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e Note that Maverick still has a $500,000 margin loan from PW at this time
and therefore is still accruing interest expense.

o Note that Maverick still has control of the investment and can sell the
investment before the return of the shares but would incur a larger charge
Jrom PW.

Date of return of shares, February 15, 2005:
s Client does not make an entry on their books for the return of the shares,
but makes the following entry for revenues from dividend:

DR. Cash $9,000
CR. Dividend revenue $7,000
CR. Int. Income ~ Stock loan $2,000

» Note that this entry is to achieve the recognition of income from both the
dividend declared by the U.S. company and the interest income on the
stock loan netted against an approximate 10% transaction charge by PW.

Accounting Treatment
Currently, Maverick is including the shares exchanged with PW related to these
transactions in their share register causing the applicable cash held to be classified as

securities,

Securities Owned
(3 days before ex-dividend

date)
Maverick PW
(Offshore) Collateral (Cash, LOC) (U.S. Based)
Dividend (less fee)
Dividend
IBM

Domestic Securities — Short

Dividend enhancement on short securities held in Fund II and LDC is designed to
decrease the amount of dividends paid on short domestic securities from 100% to
97%. Maverick transfers cash to PW, a U.S. based entity, to cover its short position,
which results in a dividend enhancement receivable balance during the enhancement
period. As is the case for long securities enhanced, Maverick makes no changes to its
cash or position balances during the enhancement period. Rather, a receivable is
booked at month end.

MAYV0002060
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Upon completion of the enhancement period (generally 2 —4 weeks), PW retums the
cash collateral to Maverick and the short position to Maverick’s brokerage account.

Foreign Securities

Dividend enhancements on foreign securities are handled by Lehman Brothers (LB).
‘When a foreign security is enhanced, Maverick lends the security to LB and receives
cash collateral equal to the market value of the security. Upon completion of the
enhancement period, the % of dividend paid to Maverick depends upon the
circumstances surrounding the transaction such as demand for the secunty. LB
returns the securities to Maverick and Maverick pays the cash collateral to LB. LB
then pays Maverick the dividend less fees.

MAV0002061
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CN=Keith Hennington/O=Maverick

From: CN=Keith Hennington/O=Maverick

Sent: 11/11/2004 11:37:00 AM

To: CN=Shari Robertson/O=Maverick@maverickcap

Subject: Re; Fw: Microsoft strategy on capturing the $3.00 dividend for non-US holders only.

agree - Joe, Jim, and I looked at aiternatives on this a couple of weeks ago.
Joe and Jim found the best deal through stock loan. We aiso thought any
special transactions on large dividends might stand out and the IRS might start
looking at any transactions in MSFT. Stock Joan seemed like the more
conservative approach.

Shari Robertson/Maverick
11/11/2004 10:01 AM

To
Keith Hennington/Maverick@maverickcap
[so

Subject
Fw: Microsoft strategy on capturing the $3.00 dividend for non-US holders only.

The information contained in this e-maif message is intended onty for the
personal and confidential use of the recipient(s) named above. This message
may be an attorney-client communication and as such is privileged and
confidential, If the reader of this message is not the intended recipient or

an agent responsible for delivering it to the intended recipient, you are
hereby notified that you have received this document in error and that any
review, dissemination, distribution, or copying if this message is strictly
prohibited. If you have received this communication in error, please notify us
immediately by e-mail, and delete the original message.

—~-~ Forwarded by Shari Robertson/Maverick on 11/11/2004 10:01 AM ——-

Joseph Manogue/Maverick
11/11/2004 10:00 AM

To

Shari Robertson/Maverick@maverickcap

v

Jim Chen/Maverick@maverickcap

Subject

Fw: Microsoft strategy on capturing the $3.00 dividend for non-US holders only.
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The strategy forwarded to you requires we seli our stock and buy call options
and get 93% of the dividend.

Jim has been working on this for the last 2 months and he got UBS to match the
more aggressive offers we were getting from the Street, For LDC only - we fent
the stock out and will get 97% of the dividend.

- Forwarded by Joseph Manogue/Maverick on 11/11/2004 09:56 AM --—

Shart Robertson/Maverick
11/11/2004 09:43 AM

To
Joseph Manogue/Maverick@maverickcap
[

Subject
Fw: Microsoft strategy on capturing the $3.00 dividend for non-US hoiders only.

————— Forwarded by Shari Robertson/Maverick on 11/11/2004 09:49 AM -~

mboucher@CandW.ky
11/11/2004 09:11 AM

To
shari.robertson@maverickcap.com
cc

Su